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Sales, Churches, and Monkeyshines 


JAMES A. MOORE anp DAVID H. W. DOHAN 


Maes: of us look to churches as our religious homes and as a source of 
comfort and strength. Since taxes have become a vital part of economic 
planning, driving the businessman into a frenzied search for the compara- 
tive shelter provided by the capital gains tax, churches have come into busi- 
ness prominence as well. 

A taxpayer with a business to sell can achieve his tax desires and at the 
same time obtain a higher price by selling to a church. For a church, by rea- 
son of its tax-exempt status, can afford to purchase at a higher figure and 
realize greater income than its business competitors. This perfectly valid 
transaction has, however, been distorted by taxpayers who want to retain 
control of their business while realizing earnings at capital gains rates; by 
churches desirous of eventually obtaining the business with no capital out- 
lay and at no risk; and/or by promoters, having the same purpose, who 
utilize the church as a middleman and provide in effect a service fee for the 
use of the tax exemption. The device used is a “sale” of the business, with 
the purchase price payable directly or indirectly out of future earnings. 
The purpose of this article is to measure the chances of success of such 
a transaction, with particular emphasis on the seller. 

The problem is not confined to sales to churches or even to sales to 
other charitable organizations; their presence in the transaction simply 
enhances the price payable. At the outset, it seems best to approach the 
problem without the added complication caused by the presence of a tax- 
exempt purchaser. 


I. SALE OF A BusINESS WITH PRICE PAYABLE From EARNINGS 


A. A Non-CHArITy AS PURCHASER 

A capital asset that has appreciated in value can, of course, be sold and 
only a capital gains tax will be incurred. Should the asset be stock in a 
closely-owned corporation, the corporation can be liquidated, a capital gains 


James A. Moore (B.A., University of Kentucky; LL.B., Harvard University Law 
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tax paid, and the erstwhile stockholder can continue to operate the business 
as a proprietor. However, this involves disadvantages of a business nature 
as well as the consumption of business earnings by high individual taxes. 
Hence, the question arises how to keep the corporate form of business yet 
realize profits at capital gains rates. To achieve this objective, many a busi- 
nessman is perfectly willing to incur the risks involved in following a 
devious route. 

Suppose, first, that S, the sole stockholder of a corporate business, de- 
sires to sell it and that the corporation earns $60,000 a year after salaries 
and taxes.’ S desires to enjoy as much of that $60,000 a year as he can. 
Assume further, a reasonably sound enterprise that is probably worth five 
times earnings, or $300,000, on the open market. If S sells it and pays 
capital gains tax on his profit, he could invest the balance in securities and 
live on the income they produce. 

S, however, is not content with such a meager existence. He therefore 
finds someone—perhaps some key employees—who form a new corpora- 
tion which buys the stock for $600,000. A down payment of $100,000, 
which is borrowed and then repaid from cash of the old corporation when 
it is liquidated, is made, and the balance is payable in ten annual install- 
ments of $50,000 each, with interest on the unpaid balances. S elects the 
installment method of reporting gain on the sale and, with a pipeline direct 
to the corporate earnings, settles back to enjoy a life of capital gains 
leisure. Probably he does not trust the judgment of the new operators of 
his business and insists on an employment contract to make sure the new 
corporation earns enough to pay the installments. In this case S has actually 
sold his stock for cash and notes, retaining merely creditor’s rights and 
perhaps an executive position. If all goes well at the end of the ten years, the 
transaction will have been completed and the purchasers will own the busi- 
ness outright. 

But if S is really avaricious and unwilling to give up anything at all, he 
might insist on a selling price of $900,000, payable $100,000 down and 
$80,000 a year for ten years. He persuades a friend or promoter to form a 
new corporation to make the purchase. When the old corporation is liqui- 
dated, the stock of the new corporation is pledged as security for the debt, 
and the sales contract contains a default clause. S knows that the new cor- 
poration cannot meet the payments, but he accepts all of its earnings and 
declares them as capital gains from the “sale” of his stock. He may con- 

1 Throughout this article we are assuming a corporation earning $115,000 before income 
taxes. At present rates federal income tax on this would be $54,300. To round the figure 


out, we assume state income taxes (admittedly much too low) of $700. All references are 
to the 1954 Code unless otherwise stated. 


























1956] SALES, CHURCHES, AND MONKEYSHINES 89 


tinue to do this until the purchase price is paid in full, or he may declare a 
default and repossess the business.” 

The purchaser in either case risks little, for the new corporation was 
nominally capitalized ; there was a salary for the promoter that was the 
equivalent of a service fee ; and there was always the chance that the earn- 
ings might multiply and the business become a bonanza or that the pro- 
moter would get some fresh capital or borrow towards the end of the 
period and thus, with little risk, acquire a successful business. 


B. A CHARITY AS PURCHASER 


The validity of the former case is open to question, the latter is dis- 
tinctly suspect, yet neither can be summarily dismissed as being within 
some specific prohibition of the Code. But even the tax risks involved 
would be dimmed by the dazzle of a purchaser who did not have to pay 
corporate income taxes and could therefore afford to double the purchase 
price. Such a purchaser is, of course, a tax-exempt charitable organization. 
Though their exempt business activities were seriously restricted by the 
Revenue Act of 1950,* it has been suggested that the changes then made 
and since carried over into the 1954 Code left sufficient loopholes through 
which charitable organizations might still move.* It is not the purpose of 
this article to analyze these possibilities ; suffice it that churches were left 


2It is true that on a default the taxpayer would under section 453(d) have to pay a 
capital gains tax on the value of the stock recovered less his unused basis. Even with this 
disadvantage, the plan could still be attractive. Assume a basis of $100,000 in the hypo- 
thetical case stated, but instead of the $80,000, the payments will be limited to $60,000 a 
year for ten years, since by definition the corporation’s earnings after taxes are $60,000. 
At the end of the tenth year S declares a default. He has received $700,000 in ten years, 
reporting gain of $622,222 and paying capital gains tax of $155,555. On default, he recovers 
a business worth $300,000. He reports a profit of $277,778 and pays tax of $69,444. On 
$700,000 received, he has retained $474,000, or 68 per cent, so that his effective tax rate 
has been a comparatively low 32 per cent. Furthermore, his basis has been stepped up from 
$100,000 to $300,000. 

Of course, the Government would argue for a higher market value than $300,000. Even 
if it be assumed that the eventual figure will be $500,000, the tax on repossession would 
still be only $119,444, so that S would retain $425,000. His average tax bracket in that 
event would be 40 per cent, and his basis would be $500,000. At some point, probably be- 
fore the ten years were up (at which time the remaining debt would be only $200,000), the 
new corporation would be able to borrow enough money and prevent the default. S might 
have to decide during the seventh or eighth year whether to let the sale be completed or 
declare a default then. At the end of seven years he will have received $520,000 and paid 
a tax of $115,555. If the value of the stock is then $300,000, his average tax bracket will 
have been 34 per cent ; if $500,000, 44 per cent. 

8 The Revenue Act of 1950 made “feeders” non-exempt, taxed “unrelated business in- 
come” of charitable organizations, including lease-back rentals, and denied exemption to 
charitable organizations engaging in “prohibited transactions” or unreasonably accumu- 
lating income. See notes 57 and 59 infra. 

# See MacCracken, Selling a Business to a Charitable Foundation in Proceevincs oF U. 
So. Cauirr. TAx InsTITUTE 205 (1954). : 
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untouched by these restrictions 5 and thus afford a convenient vehicle for 
accomplishment of the desired objective. 

With the injection of this new element, the hypothetical case posed re- 
quires a bit of sprucing up. Assume S owns corporation A, which earns 
$60,000 a year after taxes. Its balance sheet shows $100,000 cash, 
$300,000 accounts receivable, $50,000 inventory, $200,000 fixed assets, 
and $250,000 liabilities—a net book worth of $400,000. C church offers 
to buy the business for $1,000,000, an exorbitant price. The terms are a 
$100,000 down-payment and notes for the balance payable at the rate of 
90 per cent of the earnings per year until the remainder is paid, with no 
interest on unpaid balances. The notes specifically provide that C is not 
liable for their payment, which can come only from earnings of the busi- 
ness. C borrows the down-payment and repays the loan out of the cash 
received in the liquidation. If A earns $115,000 a year before taxes, C in 
nine years will own a going busines at no risk to itself, having either used 
or plowed back into the business another $134,500, and S$ will have re- 
ceived $1,000,000 taxable at capital gains rates. In addition, S or C, or 
both, will have insisted that S run the business for this period at least, so 
that S will have received his normal salary, bonuses, and tax-free expense 
accounts. In effect, C has traded its exemption for $134,500, payable over 
nine years, plus the eventual equity. 


C. ANALYSIS OF TRANSACTION 

How can this be attacked ? S owned_a capital asset. As a matter of state 
law he undoubtedly sold it. At some time in the future, C will have the 
entire equity in the business, S none. Therefore, this is not a sham trans- 
action.® This fact alone does not, however, necessarily lead to the conclu- 


5 While a church may not employ a feeder corporation without the latter being taxed on 
its income, it will not lose its exemption if it engages in a prohibited transaction (I.R.C. 
§ 503(b)(1)) or accumulates income (I.R.C. § 504(a)), nor will it be subject to the tax 
on unrelated business income (I.R.C. § 511(a) (2) (A)). See also p. 102 infra. 

6 Several cases have involved situations which could be decided on the theory that there 
was no bona fide transaction. The “reacquisition” cases are in this category. In Atkins v. 
Comm’r, 76 F.2d 387 (5th Cir. 1935), the president of a corporation deposited stock with 
a bank. His employee “bought” it with checks which he had received from the president 
and for which he had given notes. New stock was later issued to the employee. The notes, 
which were never paid, were cancelled, and the president took over the new stock. In 
Pierre Du Pont, 37 B.T.A. 1198 (1938) Du Pont and Raskob sold large amounts of 
stock to each other and repurchased them more than 30 days later. Both cases were held 
to be “no sale.” In Caldwell v. Campbell, 218 F.2d 567 (5th Cir. 1955), the Commissioner 
attacked a transaction as not bona fide where the taxpayer transferrd to his foundation 
royalties and received notes which he did not expect to be paid. The District Court held 
the transaction was not bona fide but was reversed on appeal, one judge dissenting. In this 
article we are in all cases assuming the bona fides of the transaction. The only possible 
exception is the case where the payments are so high that S is certain to have the right to 
repossess. This could conceivably be decided on the basis that it is not a bona fide sale. 
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sion that what happened was, for tax purposes, a sale. The nub of the 
whole situation is that a transaction denominated a sale need not be com- 
pletely unreal in order to be labeled “no sale from a tax standpoint.” 

This conclusion is not shocking. As in every tax matter, the court must 
examine the realities. This is a step beyond exaltation of substance over 
form. Admittedly, there is substance to the transaction, not only unques- 
tioned passage of legal title, but an eventual shift of economic benefit and 
control. Although important, these are not the only elements of a true sale, 
for others must be considered before reaching a final determination of the 
tax result. 

The best approach in arriving at these factors and their relative impor- 
tance is to consider what the average businessman thinks he gets or gives 
up when he buys or sells a business. Normally, the owner of a business has 
title, can run the business in accordance with his judgment, and will realize 
its profits or suffer its losses. If he buys a business, he either puts up the 
purchase price or borrows it; the first money made repays his investment 
and reduces his risk. A seller normally receives a substantial down-pay- 
ment, with a good look at the source (either security or a purchaser with 
substantial finances) of the remainder of the price. He does not expect 
to have any voice in the management of the business unless there is a sub- 
stantial default, in which case he steps in to protect his creditor’s position. 

Three factors are thus to be considered relevant: legal title, economic 
risk or benefit, and operational control. No mathematical weight can be 
assigned to any of them; indeed, in most cases the latter two will in some 
way be split. In the case we are considering, the economic benefit and risk 
are in the first instance on the seller ; he will be paid only out of earnings, 
the church having no personal liability to meet the price. If the business 
does not prosper, S will not be paid, and C will have no loss. From this it 
would seem that no sale took place. On the other hand, the sooner the price 
is paid, the sooner C gains control and receives the economic benefit, not 
counting the 10 per cent of earnings it retains throughout. Thus, C’s stake 
in the prosperity of the business cannot be waved aside as meaningless. 

One question to be answered in connection with the relative risk of the 
two concerns the fairness of the purchase price. The greater the price in 
contrast to the earnings potential, the more the economic benefit and risk 
remains with the seller. This can be easily reduced to an absurdity by 
imagining the sale of a business earning $10,000 for $1,000,000. It would 
presumably take a hundred years to complete the payments. To be sure. 
the transaction has some earmarks of a sale: legal title passes and a far- 
seeing purchaser might be doing a fine thing for his great grandchildren, 
but to accord these payments capital gains treatment would remove the 
teeth from the sections taxing dividends at ordinary income rates. 

Furthermore, control is rarely 100 per cent in one party or another. 
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In most cases of the type under consideration, S retains far more control 
than would an average creditor. He continues to run the business (thus 
receiving additional economic benefits in addition) and frequently has a 
contract giving him broad management powers. Not often, however, does 
he have the absolute control he enjoyed prior to the transaction. 

Passage of legal title and eventual economic benefit would certainly seem 
to establish a prima facie case of sale. Nevertheless, it would appear to be 
subject to rebuttal upon a showing that the other normal incidents of 
ownership had been retained.’ The answer will hardly ever be an easy one 
—a natural concomitant of the admitted fact we are operating in a tax 
shadowland. The approach will not result in certainty, but its adoption in 
a few key cases would go far toward reducing the use of the device with- 
out penalizing the seller who actually sells. 


D. AUTHORITIES—DIRECT AND ANALOGOUS 


Authority for this position derives of necessity principally from analogy. 
The only direct authority in the field is Revenue Ruling 54—420.° The facts 
of this ruling were similar to, but considerably more complicated than, 
those we are considering and are discussed more fully later. It suffices for 
the moment to state that the payments to S were to be based entirely upon 
net income® and that S received a management contract. The Internal 
Revenue Service attacked the transaction on various grounds, only the 
last of which is pertinent here. The final paragraph of the Ruling states : 7° 

Transactions of the type involved in this case also present a serious question 
as to the essential nature of the agreement entered into by the foundation. It is 
the position of the Service that in cases of this general nature, the amounts 
received from the foundation in fulfillment of the terms of the agreement will 
not be recognized as proceeds from a sale requiring capital gains treatment. 


Through the management contract, S retained control, and as the pur- 
chase price depended solely on earnings of the business the factor of eco- 
nomic risk remained with S even though legal title passed to C. Thus 
analyzed, the conclusion reached by the Service appears eminently sound. 

Approach to the problem may also be made through case law. Here there 
is no direct authority, and argument must be entirely from analogy, with 


7 Higgins v. Smith, 308 U.S. 473 (1940). The converse is found in the sale or lease 
cases, in which title remains in the “lessor,” but a sale is held to have resulted. See discus- 
sion p. 98 infra. 

8 1954-2 Cum. Bu Lt. 128. 

8 Cf. Raymond T. Marshall, 20 T.C. 979 (1953), where a corporate officer sold his 
minority stockholdings to the corporation when he retired, payment being contingent on 
corporate earnings for the next ten years, and the Tax Court held that amounts received 
by him were not dividends but were taxable at capital gains rates. It should be noted, how- 
ever, that there was no element of retained control. 

10 Supra note 8, at 130. 
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all the dangers inherent in such a method. In using any analogy in tax law, 
there must be complete understanding of the type of problem being at- 
tacked, and the usefulness of the analogy depends in large part on the 
similarity of the result sought by the taxpayer in the case under considera- 
tion to that sought in the allegedly analogous situation. Here, for example. 
a taxpayer is trying to create capital gain out of what might otherwise be 
ordinary income. The analogous situations to be cited include problems of 
attribution of income, where the taxpayer attempts to divert admittedly 
taxable income into the hands of lower-bracket taxpayers,”* of deductibility 
of interest ** or rent,’ of allowability of loss on a questionable sale,™* of 
complete avoidance of tax via the sale route,” of attribution of deduc- 
tions,’® and, as here, of attempts to transform ordinary income into capital 
gain.*? 

With this caveat, examination of cases in similar fields may be made. 
The oil and gas cases with their “economic interest’ theory present an 
interesting analogy for disregarding questions of title and looking to the 
economic realities in transactions between a purported seller and buyer. 
If a share of the oil produced has in fact been retained, the courts gen- 
erally have held that the “seller” has not sold his interest and that pay- 
ments received are ordinary income subject to depletion deductions. Be- 
hind this concept is the recognition that the retained interest—the right 
to a share of production—is in reality a retention of economic risk with 
profit realization directly dependent on production. If the oil is lost or 
destroyed, the “seller” suffers a loss. While it is true that the analogy is 
flavored by the peculiarities of the oil and gas industry, the fact is that 
concepts of sale or lease have been disregarded in order to ascertain 
whether any economic risk has been retained.*® 

Thus, if an interest in oil property is transferred for a cash bonus or 
down-payment plus a royalty, the transaction is treated as a lease, whatever 
its characterization by the parties. The lessor must include in income royal- 


11 Helvering v. Clifford, 309 U.S. 331 (1940); Lucas v. Earl, 281 U.S. 111 (1930) ; 
Evans v. Rothensies, 114 F.2d 958 (3d Cir. 1940). 

12 See notes 24 and 25 infra. 

13 See notes 43, 44, 45, and 46 infra; notes 29 through 33 infra. 

14 See discussion of Higgins v. Smith, p. 97 infra. 

15 Wodehouse v. Comm’r, 337 U.S. 369 (1949) ; note 28 infra. 

16 See notes 18 through 23 infra. 

17 See discussion of section 302, p. 95 infra; notes 24 and 25 infra. 

18 Palmer v. Bender, 287 U.S. 541 (1933). In an earlier case, Lynch v. Alworth-Stephens 
Co., 267 U.S. 364 (1925), the Court had held that regardless of the technical ownership 
of the mineral the lessor, who in fact retained an economic interest capable of realization 
as gross income through extraction, was entitled to a depletion deduction. In Burnet v. 
Harmel, 287 U.S. 103 (1932), the Supreme Court disregarded the fact that under state law 
title passed and held that the transferor must include cash bonus payments in gross 
income. 
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ties received from the lessee and is entitled to a depletion deduction regard- 
less of lack of retention of ownership.’® The lessee is accorded similar treat- 
ment: he need not include in his gross income royalty payments made to 
the lessor and may not claim depletion deductions with respect thereto.” 
The same result has followed whether the lessor has reserved a royalty, 
an oil payment, or a net profits interest.”? 

The analogy is more sharply defined in the situation where, in addition 
to a transfer of oil property, the purported seller turns over mining equip- 
ment to the purchaser. In such cases the courts have split the transaction, 
treating the sale of equipment as a sale and the transfer of the oil property 
as a lease.” This is perfectly consistent, for the seller has no economic 


19 The Government’s position is set forth in G.C.M. 22730, 1941-1 Cum. BuLL. 214; see 
also G.C.M. 23999, 1943 Cum. BuL-. 144, dealing with lease and bond and lease and option 
cases. And in Helvering v. Bankline Oil Co., 303 U.S. 362 (1938), it was held that the 
economic interest did not exist where there was merely an economic advantage derived 
from production through a contractual relationship with the owner. See also Helvering v. 
O’Donnell, 303 U.S. 370 (1938). In Palmer v. Bender, supra note 18, the Supreme Court 
held that a transaction called a sale was in fact a lease, and the lessor was accordingly 
entitled to depletion, since he retained through the royalties an economic interest in the 
oil produced. 

20 Helvering v. Twin Bell Oil Syndicate, 293 U.S. 312 (1934). 

21 Burton-Sutton Oil Co. v. Comm’r, 328 U.S. 25 (1946) ; Thomas v. Perkins, 301 U.S. 
655 (1937); Kirby Petroleum Co. v. Comm’r, 326 U.S. 599 (1946); Felix Oil Co. v. 
Comm’r, 144 F.2d 276 (9th Cir. 1944). In Helvering v. Elbe Oil Land Development Co., 
303 U.S. 372 (1938), oil leases were sold ior an initial cash payment of $350,000 and 
$1,650,000, to be paid over four years, and thereafter one-third of the net profits from pro- 
duction and operation. Under the agreement title to the properties was expressly stated as 
vesting absolutely in the purchaser. The net profits provision was a personal covenant of 
the purchaser, and these two facts led the Court to hold that there had been a sale and that 
the seller was entitled to capital gains treatment but not to depletion deductions. The case 
is therefore not inconsistent with the Kirby Petroleum Co. decision. Helvering v. O’Don- 
nell, supra note 19, is also not inconsistent, for in that case a stockholder sold his shares to 
another for one-third of the net profits, and it was held that as the corporation had the 
economic interest and not the taxpayer, the latter was not entitled to deplete the net profits 
payments. The vitality of the O’Donnell case is questionable in view of the Kirby and 
Burton-Sutton cases. Cf. Gilcrease Oil Co., 6 T.C. 548 (1946). The net profits interest 
and oil payments must depend on production alone and may not be satisfied from sale of 
the property itself. Anderson v. Helvering, 310 U.S. 404 (1940). See also Baker, The 
Nature of Depletable Income, 7 Tax L. Rev. 267 (1952). 

22 Choate v. Comm’r, 324 U.S. 1 (1945); Thomas v. Peckham Oil Co., 115 F.2d 685 
(Sth Cir. 1940) ; Columbia Oil & Gas Co. v. Comm’r, 118 F.2d 459 (5th Cir. 1941). In 
Flagg, Legal Aspects of Depreciation in S.W. LEGAL FounpaTion SEcoND ANNUAL IN- 
STITUTE (1951), the author points out that when a seller sells equipment as well as a lease, 
receiving a cash bonus plus a royalty, the cash will be allocated to the basis of the equip- 
ment; but when the cash is less than the basis, the seller will get, in effect, a double deduc- 
tion if allowed a loss, since he will be entitled to depletion deductions on a part of the 
royalties representing the equipment loss. Since this means that there is a recovery of 
equipment cost through depletion, there is an economic risk theory present, divorced from 
reliance on a physical share of the oil and limited to the seller’s retention of economic 
risk. Such an argument was made by the Commissioner in the Choate case, but it was not 
successful. 
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stake in the equipment after it passes to the purchaser, but he does retain 
a right to share the oil produced which, of course, exposes him to the 
risks of the business. The difficulty here, however, has been separation of 
the transaction into its components. 

Of the various types of oil interests reserved, the oil payment affords 
perhaps the closest analogy in the oil and gas cases. The lessor-seller re- 
ceives the purchase price from the earnings of the business, i.e., from his 
reserved share in production. After he has received all the payment calls 
for, he has no further capital interest in the oil, and the lessee thereafter 
has the entire economic risk.”* 

The thin incorporation cases are seemingly also valid authority on the 
economic risk factor. For example, a corporation might be formed with 
two stockholders, each of whom contributes $10,000. Instead of receiving 
1,000 shares of $10 par value stock, each stockholder takes 100 shares 
and $9,000 of debentures. The courts have many tests ** to determine the 
tax results of this transaction, but they are guided principally, upon decid- 
ing that the debentures are not debt but equity capital, by two proposi- 
tions : first, that the debt is held in proportion to stockholdings ; and second, 
that the $9,000 is as much at the risk of the business as the $1,000. 

The rules of section 302 of the 1954 Code have bearing on both eco- 
nomic risk and control. This section attempts to determine whether stock 
redemption results in capital gain (as from a sale) or in ordinary income 
(as from a dividend ). This is in a sense an unfair analogy, as it is a specific 
statutory provision and applies to redemptions rather than sales to others. 
However, the principles have evolved so gradually, through legislation, 
administrative interpretation, court decision, and more legislation,”® that 


23 Palmer v. Bender, supra note 18; Thomas v. Perkins, supra note 21; Anderson v. 
Helvering, supra note 21. 

24 The following factors have been emphasized as important in determining that stock 
in name is stock in fact: (1) proper formal evidence of a loan (George L. Sogg, 9 TCM 
927 (1950) ); (2) definite maturity date (Brown-Rogers-Dixson Co. v. Comm’r, 122 F.2d 
347 (4th Cir. 1941) ; The Golden-Belt Lumber Company, 1 T.C. 741 (1943) ); (3) interest 
payable absolutely (Wettereau Grocer Co. v. Comm’r, 179 F.2d 158 (8th Cir. 1950)); 
(4) evidence of indebtedness negotiable (Wettereau Grocer Co. v. Comm’r, 179 F.2d 158 
(8th Cir. 1950)); (5) stockholders must own stock and debt in substantially different 
proportions (Joseph B. Thomas, 2 T.C. 193 (1943); Edward G. Janeway, 2 T.C. 197 
(1943) ) ; (6) there should not be too much debt in relation to the stock (Swoby Corp., 
9 T.C. 887 (1947)); (7) debt should not be subordinated to general creditors (Swoby 
Corp., 9 T.C. 887 (1947) ; Rolfe Building Materials Co., 2 TCM 700 (1943)); (8) it is 
better that the debt be secured (Erard A. Matthiessen, 16 T.C. 781 (1951) ); and (9) the 
transaction must be realistic (The Humko Co., 2 TCM 1121 (1943)). 

25 Thus the emphasis on subordination found in Swoby Corp. and Rolfe Building Mate- 
rials Co., supra note 24. 

26 Revenue Act of 1921, section 201(d), originally provided for treatment of a redeemed 
stock dividend as a taxable dividend under certain circumstances, This was by subsequent 
acts enlarged to the broad provisions of section 115(g) of the 1939 Code, which taxed at 
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the pattern in effect represents a normal evolution of fundamental prin- 
ciples of tax law such as are here sought to be applied. Once again, two 
basic considerations are involved. The first is a change, or lack of change, 
in proportionate interest : if the stockholder retains his same share of eco- 
nomic risk and benefit, dividend treatment results. The second is the con- 
trol test. One whose entire holding is redeemed but who remains in control 
via his family and personally retains substantially more control than would 
be expected of a creditor, still retains an interest in the business despite the 
fact that he is no longer a stockholder. Congress is stricter with the re- 
deemer than we are suggesting the courts should be with a seller. 

The copyright and patent cases are of little assistance. Generally, they 
have followed closely, perhaps too closely, to the common law concept of 
“sale.” The notable departure in the Wodehouse case ** was apparently 
caused, as pointed out in the dissent, by a concern for the revenue that 
overbalanced analytical arguments based on stare decisis.** As a conse- 
quence, the opinion barely attacked the basic problem whether a transfer 
of title to and control of a divisible part of a copyright, with retention of 
economic risk and benefit, was a sale for tax purposes. However, the deci- 
sion on the facts makes the case citable for the proposition that it was not 
a sale. 

The sale and lease-back cases, as well as those involving a gift and lease- 
back, are stronger authority, for they involve not only scrutiny of the eco- 
nomic realities but also the factors of dominion and control. In these cases 
one of the criteria the courts have employed in searching out the realities 
is to see whether as a result of the transaction the transferor’s economic 
position has been changed.” Thus, for example, sales and lease-backs have 


ordinary income rates any distribution in redemption “essentially equivalent” to a divi- 
dend. Numerous regulations, rulings, and court decisions construed these various pro- 
visions, and Congress added section 115(g) (2) to close a loophole and section 115(g) (3) 
to lessen hardship before the present, more definite rules of sections 302 and 303 were 
adopted in the 1954 Code. 

27 337 U.S. 369 (1949). 

28 Wodehouse “sold” the American serial and book rights to a novel, and the question 
was whether the transaction was a sale or a license. This in turn, under earlier decisions, 
as Justice Frankfurter’s dissent pointed out, depended upon whether a copyright was indi- 
visible, that is, whether it must be sold as a whole or might be sold in part. The general 
rule, subject to some question, had been that there could be a sale in part. The majority 
opinion ignored this problem and appeared chiefly concerned with the fact that Wodehouse 
was escaping tax altogether, whereas a citizen or resident would have had to pay at least 
a capital gains tax. The decision was applied to the patent field in Bloch v. United States, 
200 F.2d 63 (2d Cir. 1952), which distinguished a case not involving the “free ride” of a 
non-resident alien. 

29 Cf. Shoenberg v. Comm’r, 77 F.2d 446 (8th Cir. 1935), and Chicago Title & Trust 
Co., Executor, 32 B.T.A. 249 (1935), where sales at a loss between taxpayers and their 
controlled corporations were disregarded, since they were no poorer after the transaction 
than before. In White v. Fitzpatrick, 193 F.2d 398 (2d Cir. 1951), a sale and lease-back 
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been held to involve no real loss where in substance there has been none.*° 
In the gift and lease-back area, the Brown ** and Skemp ** cases probably 
represent the high watermark for taxpayers. In these two decisions, the 
Court felt that there was a change of economic position, the trusts were 
bona fide and irrevocable, and the rent charged was fair and reasonable 
under the circumstances. The transferor had in each instance divested him- 
self of dominion and control which, by the creation of the trust, was vested 
solely in the trustee.** The cases in the lease-back area have significance in 
that they point to the question of a relinquishment of control by S as a 
material factor in determining whether or not there has been a bona fide 
sale. 

Perhaps more to the point than any of the above is the line of cases 
following Higgins v. Smith.** Here there is almost direct authority for 
our analysis. In the Smith case, loss on a sale without business purpose 
by a sole stockholder to his wholly-owned corporation was disallowed with- 
out benefit of statute. Legal title had unquestionably passed, but control 
remained in the seller who in fact suffered no loss. This has been followed 
in cases involving a sale by a parent to a subsidiary * and by a corporation 
to its stockholder.*® Admittedly, there is more of a shift of economic risk 
and control in our case than in this line of cases, where there is little or 
none. However, the basic proposition is the same: that a court may and 


was disregarded, since the transferor actually enjoyed the use of the property. And in 
Comm’r v. F & R Lazarus Co., 308 U.S. 252 (1939), the taxpayer sold its property and 
immediately leased it back for 99 years, with an option to renew and repurchase. It was 
held that the reality of the transaction was the creation of a mortgage, and the taxpayer 
was entitled to depreciation on the property’s original cost. 

80 Armston v. Comm’r, 188 F.2d 581 (9th Cir. 1951), affirming 12 T.C. 539 (1949) ; 
Century Electric Co., 15 T.C. 581 (1950) ; Bank of America National Trust & Savings 
Assn., 15 T.C. 544 (1950). Cf. Ingle Coal Corp., 174 F.2d 569 (7th Cir. 1949), affirming 10 
T.C. 1199 (1948). In Standard Envelope Co., 15 T.C. 41 (1950), and May Department 
Stores, 16 T.C. 547 (1951), it was held that the sales and lease-backs represented bona 
fide transactions. This was also the case in A. T. Felix, 21 T.C. 794 (1954). 

31 Brown v. Comm’r, 180 F.2d 926 (3d Cir. 1950), reversing 12 T.C. 1095 (1949), cert. 
denied, 340 U.S. 814 (1950). For an analysis of this problem, see Cary, Current Tax Prob- 
lems in Sale, or Gift, and Lease Back Transactions in Proceedings of New York UNnt- 
veRSITY NINTH ANNUAL INSTITUTE ON FEDERAL TAXATION 959 (1950). 

32 Skemp v. Comm’r, 168 F.2d 598 (7th Cir. 1948), reversing 8 T.C. 415. Here, as in 
the Brown case, there was an irrevocable trust created with a preconceived lease-back, all 
within the family. 

88 See Skemp v. Comm’r, supra note 32, at 600, and Brown v. Comm’r, supra note 31, at 
929. These decisions have been followed by the Tax Court in A. T. Felix, supra note 30. 
In Bank of America National Trust & Savings Assn., supra note 30, at 552, the taxpayer 
conveyed real estate to X corporation which 30 days later conveyed the properties to a 
wholly-owned subsidiary of taxpayer at the same price. In disallowing loss on the sale, the 
Court pointed to the absence of any relinquishment of taxpayer’s dominion and control. 

84 308 U.S. 473 (1940). 

85 Crown Cork International Corporation, 4 T.C. 19 (1944). 

36 Aptos Land & Water Co., 46 B.T.A. 1232 (1942). 
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should examine a perfectly legal sale to determine whether, for tax pur- 
poses, it should be treated as a sale or otherwise, and in making this exami- 
nation should consider the shifts of title, economic risk, and control as the 
governing factors. 

More far-fetched analogies may nevertheless be thought-provoking. 
There is the classic control case of Helvering v. Clifford.*" This concerned 
a gift not a sale, and yet the applicable principle is there: transfer of legal 
title and part of the administrative control are not enough to shift the 
incidence of income taxation if there is retention of a large degree of 
administrative control, a medium-term reversionary interest, and a re- 
served power to control beneficial enjoyment.** The control theory was 
also applied in a case *® in which a taxpayer made a short-term transfer 
of a formula to a corporation whose stock was owned 51 per cent by him- 
self and 49 per cent by his wife. He received royalties from the corpora- 
tion and made a gift of half of these to his wife. He was taxed on all the 
royalties, because, it was held, he controlled the contract through his con- 
trol of the corporation.*° 

There may be summoned from antiquity the landmark case of Lucas v. 
Earl,“ in which a lawyer assigned future income, which would never be 
realized unless he kept working. In our case the seller is never paid unless 
he produces the income. It is difficult to draw direct analogy between the 
two situations, but the control element plays a leading role in each. 

Mention might be made of factors other than title, economic benefit, and 
control, and of these the first concerns the probability of repossession. 
Here again, the Clifford case is helpful, for there repossession was legally 
certain, and there is no valid distinction between legally certain and eco- 
nomically certain repossession, or even economically-almost-certain repos- 
session. This, of course, is the situation in the case stated supra,** where 
the installment payments are substantially higher than the anticipated earn- 
ings of the business. Giving this factor so much importance leads to the 
conclusion that any fairly strong probability of repossession is a factor 
which must enter into the ultimate determination. 

An analogy bearing out this theory is found in the sale or lease cases, 
where the issue is whether a lease with option to buy is in fact a lease or 
a sale. If it is economically almost certain that the option to buy will be 
exercised, the transaction is treated as a sale, with the “lessee” being 


87 309 U.S. 331 (1940). 

88 Now by statute any one of the three factors is sufficient to tax the income to the 
grantor. See I.R.C. §§ 673, 674, and 675. 

89 Estate of J. G. Dodson, 1 T.C. 416 (1943). 

40 Cf. Comm’r v. Sunnen, 333 U.S. 591 (1948). 

41 281 U.S. 111 (1930). 

42 See p. 88 supra. 
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allowed depreciation but not rental deductions. In this area also the courts 
have refused to be too greatly influenced by the name given the transaction 
by the parties but have sought workable criteria to determine the proper 
tax label.** 

In Judson Mills ** the Tax Court stated that if the payments are large 
enough to exceed the depreciation and thereby give the purchaser an equity 
in the property, it is less of a distortion to treat all the payments as pur- 
chase price and to allow depreciation on the property rather than allow 
deduction of the entire amount paid in any one year. In other words, if 
the lessee acquires something more for the payments than mere use of the 
property, he is acquiring an equity and the payments are not rent. In 
Chicago Stoker * a buyer, without financial resources and fearing that he 
might not be able to run a previous loss business profitably, agreed to pay 
for the business on the basis of a royalty on units sold until they reached 
a specified dollar amount; he had the right to cancel at any time, and all 
payments made would then be irretrievable. The Court, in treating the 
“royalties” as non-deductible purchase price, was again disregarding the 
form of the transaction to get at the economic realities.*® 

In a sense, a factor which is the antithesis of repossession is the simi- 
larity of the proposed transaction to a retained income interest. If the 
terms of payment are such that the seller will receive substantially all the 
income of the business for a period of years or for a period approximating 
his life expectancy, he has in effect sold a remainder interest, in which 
event he must pay tax at ordinary rates on the income he receives.** 


43 Judson Mills, 11 T.C. 25 (1948); Truman Bowen, 12 T.C. 446 (1949), appeal dis- 
missed, 7th Cir.; Chicago Stoker Corp., 14 T.C. 441 (1950) ; East Coast Equipment Co., 
21 T.C. 112 (1953), aff'd, 222 F.2d 676 (3d Cir. 1955) ; Breece Veneer & Panel Co., 22 
T.C. 1386 (1954), on appeal, 7th Cir.; William A. McWaters, P-H T.C. Mem. Dec. 
q 50,152. 

44 Supra note 43. 

45 Supra note 43. 

46 The strength of this case as support for an attack on the seller cases may be weakened 
by the later decision in Benton v. Comm’r, 197 F.2d 745 (5th Cir. 1952), reversing P-H 
T.C. Mem. Dec. J 50,223, in which the Court stated that equating rental payments to de- 
preciation was only one of the factors for consideration and that the intent of the parties 
is the more important criterion. The Tax Court, however, in its opinion in Breece Veneer 
& Panel Co., supra note 43, appears to consider the Benton case as limited to its facts. The 
Service has recently issued a group of rulings on this subject: Rev. Rul. 55-25, 1955 Inv. 
Rev. Butt. No. 3, at 63; Rev. Rul. 55-540, 1955 Int. Rev. Buty. No. 35, at 9; Rev. Rul. 
55-541, 1955 Int. Rev. Buty. No. 35, at 6; Rev. Rul. 55-542, 1955 Inv. Rev. Buti. No. 35, 
at 14. In Rev. Rul. 55-540 the Service takes the position that whether an agreement is in 
substance a lease or a sales contract depends on the intent of the parties as evidenced by 
the agreement itself, read in the light of all the facts and circumstances existing at the 
time the agreement was executed. 

47 This was the result in Evans v. Rothensies, 114 F.2d 958 (3d Cir. 1940), where the 
taxpayer “sold” preferred stock to a penniless son-in-law for a joint-and-survivor annuity 
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The above analogies, of varying authority of course, serve to demon- 
strate that a respectable body of law may be produced to buttress the basic 
proposition that factors other than legal title must be given considerable 
weight in determining whether, from a tax standpoint, a sale has occurred. 
No prediction is attempted as to how far courts will go in invalidating 
transactions of this nature. Some are now in the process of or near litiga- 
tion, and the entire body of law to be built might depend in large part on 
the facts of the first case to be decided. A case having a reasonably favor- 
able set of facts (from the taxpayer’s standpoint) might result in language 
that would serve as a green light in respect of future transactions ; a rela- 
tively “unfavorable” one might result in an opinion which would tend to 
restrict proper transactions. 

To put the matter into proper focus, a case of a valid sale to a church 
should be stated. To obtain unquestioned validity, as many as possible of 
the dangerous factors must be obviated. An abnormally high purchase 
price is economically essential to the transaction; thus the taxpayer com- 
mences with one adverse factor. However, this may be counterbalanced. 
The church could make a substantial down-payment so that a large part 
of the purchase price, in any event, would be at the economic risk of the 
purchaser. S could fail to insist upon a management contract ; if C insisted 
on having one before it would purchase, S could see to it that the term 
thereof had nothing to do with the length of the payment period. To make 
assurance doubly sure, C could assume liability for payment of the future 
installments. Taking the facts of our basic case, C could buy A for 
$1,000,000—$300,000 down, and the remaining $700,000 payable at the 
rate of $70,000 a year. It should be noted that C has contributed $200,000 
of its own money and is liable for the $700,000. S has a reasonable man- 
agement contract for three years. He has a right, as a creditor, to take over 
the business in the event of default for two consecutive years. This trans- 
action should be unassailable from S’s standpoint. C would have to watch 
for an attack on its exemption but should escape unscathed.** 

There is little question that this would be considered a sale. The courts 
in all probability will go much further than this in upholding such trans- 
actions, but it is safe to say that the line will be drawn somewhere reason- 
ably short of the sham transaction. When it is drawn, and capital gains 
treatment denied, the next question is what term to apply to the payments 
S receives, this itself having other tax implications. One answer is not to 
call it anything. The Commissioner employed this approach in Douglas v. 


of slightly less than the dividends. Nearly all the stock was held in escrow to secure the 
annuity payments. The Court held that the transaction was not entered into for profit but 
was rather a gift of a remainder with a reserved life estate. 

48 See p. 90 supra. 
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Willcuts,* where he succeeded in his contention that a grantor was tax- 
able on the income of a trust set up to discharge an alimony obligation 
imposed by the court. The usual provisions * taxing income to a grantor 
did not apply, but it was held that these were not exclusive and that the 
income was taxable to the grantor under section 22(a) of the old Code 
as “income derived from any source whatever.” A similar approach ap- 
pears to have been taken in Revenue Ruling 54—420,°? where no label was 
pinned on either the transaction or its proceeds, the Service contenting itself 
with the observation, “the amounts received . . . will not be recognized as 
proceeds from a sale requiring capital gains treatment.” 

Essentially, this ducks an issue which deserves more candid treatment. 
If for tax purposes there is no sale, it follows that for the same purposes 
the “‘seller” still owns the stock. Money he receives from the corporation, 
other than reasonable salary and expenses, is therefore a dividend to the 
extent of earnings.”* Correspondingly, the payment so far as the payor is 
concerned would be treated as a dividend, entitling it to a dividends-paid 
credit.** Other theories of taxing the proceeds as ordinary income are 
based upon juggling technical terms of the Code ™ or pretending a factual 
situation that does not exist. 

Actually, the nomenclature problem arises simply because under com- 
mon law there was no need to invent a separate name for this sort of trans- 
action. If title passed, there was a transfer. If there was consideration and 
no donative intent, it was a sale; otherwise it was a gift. The lower capital 
gains rates have created the problem of the semi-transfer, and no common 
law term exactly fits it. We must therefore either invent a new term, 


49 296 U.S. 1 (1935). 

50 The provisions were those which became section 167 of the 1939 Code. 

51 1954-2 Cum. Butt. 128. 

52 So long as an exempt charitable organization is making the payment, this is of aca- 
demic interest only. However, as pointed out earlier, the problem is not limited to purchas- 
ing charitable organizations. The converse of giving dividend treatment to proceeds of a 
supposed sale is found in William B. Aull, Jr., 26 B.T.A. 862 (1932). There the taxpayers 
owned all the stock of a corporation and agreed to sell it for $400,000. Later, a dividend 
of $100,000 was declared. The purchaser paid this amount to the corporation which dis- 
tributed it, and the purchase price was accordingly reduced. The Board held the “dividend” 
to be actually part of the sale price. 

53 Where the purchaser is not a charitable organization, this would be important under 
section 531, as it would remove the danger of the application of Helvering v. Chicago 
Stockyards Co., 318 U.S. 693 (1943). 

54 For example, it is sometimes suggested that transactions of this nature might fall 
within one of the reorganization provisions. See note 77 infra. While there might in some 
instances be a technical argument of this nature, the stronger attack is the direct one on 
the fundamental nature of the transaction. 

55 An illustration is the theory that there has been a gift of the remainder to charity 
with retained income. The retained income theory makes sense, but the transfer to charity 
is clearly not motivated by donative intent. r 
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usually an unhappy solution, or apply new definitions to the old one. The 
latter solution has been almost universally adopted by the courts in con- 
sidering borderline tax problems. 

The question now is: “What happens to the basis?’ The problem of 
the vanishing basis is far from new and also finds analogy in other areas 
of tax law. What happened to the basis in Higgins v. Smith when the cor- 
poration bought stock from its sole stockholder at a loss? What happens 
to the basis in a distribution equivalent to a dividend? The former problem 
resulted from a court decision; the latter from Congressional action. In 
neither case was the taxpayer given any basis consolation, and yet he 
should have had some. In most cases of this nature, the basis could be 
amortized over the period of payments without specific statutory authority. 
If the period is indefinite as, for example, when the price is X per cent of 
earnings until a certain figure is reached, the amortization could be based 
upon a percentage of the price paid.*® 


II. Status oF CHARITABLE ORGANIZATIONS AS PURCHASERS 


Prior to 1950 charitable organizations could acquire businesses and 
operate them through separate “feeder” corporations, all of whose income 
had to inure to the benefit of the charitable organization by charter provi- 
sion.™ Actually, however, a large part of the earnings were used for sub- 
stantial periods of time in paying off the seller. The popularity of the feeder 
corporation resulted, inter alia, from the disinclination of the purchasing 


56 Cf, Associated Patentees, Inc., 4 T.C. 979 (1945) ; I.R.C. § 453. 

57 The “feeder” was usually a corporation that was wholly owned by a charitable organ- 
ization to which it paid all net income resulting from the conduct of a business for profit. 
Whether its income is tax exempt had been open, prior to 1950, to some question ever since 
Trinidad v. Sagrada Orden de Predicadores, 263 U.S. 578 (1924), which evolved the so- 
called “destination test,” i.e., that the destination of income, not its source, is the criterion 
of exemption. Some of the more important decisions which have since arisen are: Roche’s 
Beach, Inc. vy. Comm’r, 96 F.2d 776 (2d Cir. 1938) ; Sand Springs Home, 6 B.T.A. 198 
(1927) ; Universal Oil Products v. Campbell, 181 F.2d 451 (7th Cir. 1950) ; Willingham 
v. Home Oil Mill, 181 F.2d 9 (5th Cir. 1950) ; Comm’r v. Orton, 173 F.2d 483 (7th Cir. 
1949) ; C. F. Mueller Co., 14 T.C. 922, rev'd, 190 F.2d 120 (3d Cir. 1951). See also G.C.M. 
23063, 1942-1 Cum. Butt. 103, in which the Bureau took the position that the income of 
feeder corporations should be taxed. On the question of exemption of feeder corporation 
income generally, see Blodgett, Tax Status of Business Activities of Charities Prior to the 
Revenue Act of 1950 in Proceepincs oF NINTH ANNUAL INSTITUTE ON FEDERAL TAXA- 
TIon 885 (1951). The restrictions placed on charitable organizations by the Revenue Act 
of 1950 stemmed from a Congressional concern over several alleged abuses of the chari- 
table exemption, of which the feeder corporation problem was one. The House Report 
mentions feeder corporations as not carrying out an exempt purpose themselves and as 
being in direct competition with taxable businesses. H.R. Rep. No. 2319, 81st Cong., 2d 
Sess. 41 (1950). As a result, there was added at the end of section 101 of the 1939 Code 
a paragraph denying exemption to feeder corporations, even though all their profits went 
to an exempt charitable organization or organizations, with an exception for real property 
rentals. This provision is now section 502. 
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charitable organization to place its general assets at the risk of an operat- 
ing business. Though the agreement of purchase might specifically absolve 
the purchaser from liability for the purchase price,®* it could still be liable 
for an actual operating loss. 

The ability of the charitable organization, often through feeder corpora- 
tions, to run a business in competition with ordinary taxpaying entities, 
to the obvious advantage of the charitable organization, and the resultant 
inevitable marriage of the business-seeking charitable organization and 
the capital-gains-seeking taxpayer was one of the major concerns of Con- 
gress in formulating the restrictive provisions of the Revenue Act of 1950. 

These provisions were aimed primarily at eliminating the exemption 
of feeder corporations, restricting the misuse of the lease-back technique, 
taxing unrelated business income of otherwise exempt charitable organiza- 
tions, and limiting abuses in the use of a charitable foundation or trust 
for the benefit of donors or others connected with them. The sections 
intended to accomplish this purpose were incorporated into the 1954 Code 
practically without change. 

As already noted,™ the 1950 amendments specifically excepted churches. 
The Committee Reports are barren of any statement of the reason for 
this; one can only surmise that politicians would not impute mercenary 


58 As in the hypothetical case on p. 90 supra, it can be specifically provided that the pur- 
chase price is payable only out of the earnings of the business, and the purchasing chari- 
table organization is in no event to be liable. 

59 These alleged abuses were brought before the public through Serator Tobey’s investi- 
gation of the Textron foundation. In addition to the feeder corporation problem, Congress 
was concerned with the charitable lease-back which the House Report characterized as 
“the most noteworthy financial device of the present century,” and it feared that a substan- 
tial part of the national economy might be owned by exempt charitable organizations with 
consequent inroads on revenue. The result was the addition of section 423 of the 1939 Code. 
As to unrelated business income, Congress felt that the problem was one of unfair competi- 
tion and financing of rapid expansion of charitable businesses from tax-exempt income and 
accordingly taxed such income by adding sections 421, 422, and 424. To prevent improper 
transactions between a foundation and its founders, section 3813 was added to the 1939 
Code, denying exemption to certain charitable organizations which engaged in prohibited 
transactions. Finally, to prevent improper accumulation by charitable organizations, thereby 
permitting their use as sources for borrowed funds, security purchases, etc., section 3814 
was added to the 1939 Code, under which exemption was denied where income is unreason- 
ably accumulated, not spent for exempt purposes, or invested in such a way as to jeopardize 
the carrying out of the charitable organization’s exempt function. 

60 The last paragraph of section 101 of the 1939 Code is now section 502. Sections 421 
through 424 are now contained in sections 501 and 511 to 515, inclusive. Sections 3813 and 
3814 are now sections 503 and 504. 

61 Note 5 supra. Section 503 denies exemption to charitable organizations engaging in 
prohibited transactions but is expressly inapplicable to “religious organizations” (I.R.C. 
§ 503(b)(1)). Section 504, relating to improper accumulations, applies only to those 
organizations to which section 503 is applicable. Section 511(a) (2) states that the tax on 
unrelated business income is applicable to section 501(¢) (3) organizations “other than a 
church, a convention, or association of churches.” ’ 
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motives to religious organizations. However, church trustees are human 
too, and if Congress says they may make money for their church, they are 
likely to feel that there is no reason why they should not do so. The 1950 
amendments thus (1) prohibited the use of a feeder corporation; (2) 
ruled out direct operation of a business by a charitable organization other 
than a church; (3) allowed direct operation of a business by a church; 
(4) made “passive” participation by an ordinary charitable organization 
in the profits of a business difficult but did not rule same out; and (5) 
did not even make difficult “passive” participation by a church in the 
profits of a business. 

In view of the statutory tightening of the reins at the receiving end of 
our sale, and in view of a reluctance on the part of most churches to place 
their general assets at the risk of an operating business, it might be argued 
that the 1950 amendments, by their attack on the charitable organization, 
made the type of transaction under consideration unattractive. Why, then, 
employ so much space in analyzing the selling end? There are several 
answers : 

(1) The type of transaction we are discussing is important even though 
no charitable organization is involved. The presence of a tax-exempt 
charitable organization simply makes it much more advantageous. 

(2) There is no assurance that many churches would not be willing 
to operate businesses directly under appropriate conditions. In the first 
place, the definition of “church” might in the future prove troublesome. 


62 Churches and religious organizations have been given a broad definition. They include 
not only the established churches and institutions thereof, but also any organization organ- 
ized and operated exclusively for religious purposes. Thus, contributions have been allowed 
as an income tax deduction when made to the “Home of Truth,” which was engaged in 
teaching religious principles similar to those underlying spiritual healing and the New 
Thought movement. Elsie B. Lord, 9 B.T.A. 807. (1927). An estate tax deduction was 
allowed in Girard Trust Co. v. Comm’r, 122 F.2d 108 (3d Cir. 1941), reversing 41 B.T.A. 
157 (1940), for a bequest to the Board of Temperance, Prohibition and Public Morals 
which was separately organized but affiliated with the Methodist Episcopal Church. In 
Puritan Church—The Church of America v. Comm’r, 209 F.2d 306 (D.C. Cir. 1953), 
affirming P-H T.C. Mem. Dec. { 51,151, the primary purpose of a church corporation was 
to carry on the personal feud of its founder with the Chicago Tribune, and for this reason 
it was held not to be organized and operated exclusively for religious purposes. Cf. Trus- 
tees of Hutterische Church v. United States, 64 Ct. Cl. 672, T.D. 4158, VII-1 Cum. Butt. 
253 (1928). 

Section 170(b) (1) (A) permits an additional deduction for gifts to “churches” inter alia. 
The House Bill had included the words “or a religious order,” which the Senate deleted, 
stating (Sen. Rep. No. 1622, 83d Cong., 2d Sess. 207 (1954) ) : 

“Your committee has amended subdivision (i) by striking the words ‘or a religious 
order.’ Your committee understands that church to some denominations includes religious 
orders as well as other organizations which, as integral parts of the church, are engaged 
in carrying out the functions of the church whether as civil law corporations or otherwise. 
It is believed that the term ‘church’ should be all inclusive. To retain the phrase ‘or a re- 
ligious order’ in this section of the hill will tend to limit the term and may lead to confusion 
in the interpretation of other provisions of the bill relating to a church, a convention or 
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In addition, the fear concerning general assets being at the hazard of the 
business may be exaggerated. With present tax rates, many a business sub- 
stantial enough to tempt even the most conservative board of trustees 
might be placed on the market. 

(3) Since the passage of the 1950 amendments, another type of trans- 
action, more complicated than the one we have discussed, has come into 
vogue with sophisticated capital gains enthusiasts. It is designed specifi- 
cally to avoid the impact of those amendments. Technically, it succeeds in 
this objective, but fundamentally it is similar to the transaction we have 
just analyzed and is thus subject to the frailties already mentioned. 


III. SALES TO PROMOTERS VIA CHARITABLE ORGANIZATIONS 


This recent device is a sale to a promoter by way of a charitable organi- 
zation and is an elaboration of the case of a sale to a charitable organiza- 
tion discussed earlier. S once again owns corporation A, earning $115,000 
a year before taxes, $60,000 after taxes.® Its balance sheet as before shows 
$100,000 cash, $300,000 receivables, $50,000 inventory, $200,000 fixed 
assets and $250,000 liabilities—a net book worth of $400,000. S still wants 
$1,000,000 for the business. C will pay $100,000 down and the balance in 
notes on which it is not liable, said notes providing for payments of 
$90,000 a year for ten years, with no interest on unpaid balances. C will 
liquidate A, using its cash to meet the down-payment. Promoters will form 
a new corporation, X, with nominal capitalization. X will purchase the 
accounts receivable and inventory and assume the liabilities of A, giving 
its notes for $100,000, payable at the end of ten years without interest. 
X will lease the tangible assets from C for a ten-year period at a rental 
of $100,000 a year, probably with an option to buy at the end of the period. 
S will be given a ten-year management contract by X. 

The theory of the transaction is that nearly all of X’s income for ten 
years will be absorbed by rentals which C will receive tax-free and turn 
over (less 10 per cent service fee) to S, who will elect the installment 
method of reporting gain and pay capital gains tax on that portion which 
represents his profit. At the end of ten years X will exercise its option 
to acquire the fixed assets. If it has been unable to earn more than the 
rentals, it will probably borrow commercially in sufficient amounts to pay 


association of churches. Accordingly, your committee believes that the section of the bill 
will be clarified by this amendment.” 


The combination of this liberal definition and the church exemption from the intentions 
imposed on other charitable organizations can easily lead to abuses by promoters and 


’ others seeking to use a church as a catalyst for the conversion of ordinary income to capi- 


tal gain. This in turn will very likely provoke Congress to remove the exemption entirely 
or at least curtail it to such an extent that proper use of the exemption will be severely 
hampered. 

63 Supra note 1. 
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the option price plus the $100,000 for the net current assets it bought. If 
X has not earned the rental, so that C cannot make the payments, S may 
declare a default. 

From S’s standpoint the transaction is about the same as in the simple 
case where C ran the business. He still receives $1,000,000 at capital gains 
rates; he still has management control, with all its perquisites; and he 
may still declare a default and repossess the business. C has not acquired 
a business, as it did in the earlier case, but it has assumed no risk, has 
made $10,000 a year for ten years, plus another $100,000 for net current 
assets and whatever it receives under the option for the fixed assets. X has 
hardly had a chance to catch its breath. However, if it earned $115,000 
each year, it is in good shape, as it has retained more than the $100,000 
needed to pay for the net current assets and is in position to make reason- 
able commercial loans to pick up the option on the fixed assets. In any 
event, the stockholders of X have risked only a nominal amount and have 
a reasonable chance of winding up with a profitable business. 

The net results envisioned can best be illustrated by contrasting dia- 


grams: 


Before sale : 





A’s pre-tax earnings 












































$115,000 
Taxes $55,000 Retained by A-$25,000 
Dividends 
$35,000 
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Taxes $25,000 S-$10,000 





























Eventual result : Taxes $80,000 ; S-$10,000 ; 4-$25,000. 


To paraphrase a popular tune of an earlier decade, the earnings go down 
and round, and they come out here, “here” in this case being principally 
S’s pocket. 
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After sale: 
X’s earnings before rental 
deductions-$115,000 
Taxes $5,000 C-$100,000 X retains $10,000 
S-$90,000 C retains $10,000 
Taxes ® $20,250 S retains $69,750 




















Eventual result : Taxes $25,250; S-$69,750; C-$10,000; X-$10,000. 


Very nearly this set of facts was exhaustively treated in Revenue Rul- 
ing 54-420. A foundation rather than a church was involved, so the lease 
had to be limited to five years. The rent of the tangible assets was to be 
10 per cent and royalties for patents 70 per cent of net income before 
taxes. Net current assets were to be transferred for a non-interest-bearing 
promissory note maturing in five years. The operating company was to 
enter into a management contract with the selling stockholder. 

The Service attacked the transaction on four separate grounds. The 
last, a direct attack upon the seller’s attempt to obtain capital gains treat- 
ment, has already been discussed.® The first three were (1) that the 
foundation lost its exemption on the ground that it was not engaged exclu- 
sively in activities coming within the contemplation of the charitable 
exemption section; (2) that if it were exempt, the rents and royalties 
received by the foundation would be unrelated business income; and (3) 
that if exempt, the rents and royalties were income being used to retire 
the foundation’s indebtedness to the selling stockholder rather than being 
used for charitable purposes and thus constituted an accumulation ; whether 
such accumulation was unreasonable was a question of fact in each case. 


64 Assuming S’s cost basis to be $100,000. 
65 1954-2 Cum. Butt. 128. 

66 T.R.C. § 514(b). 

87 See discussion p. 101 supra. 
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The second and third points are completely inapplicable where a church 
is involved. The first has possible, though unlikely, application.® The 
Commissioner thus has many strings to his bow if a non-religious chari- 
table organization is the middleman; but where a church occupies this 
position, his basic contention must be that for tax purposes, there was no 
sale. As to this argument, the analysis already made supra is, of course, 
in point. In addition, it might be noted that the Service did not treat the 
foundation as simply a conduit, selling part of its exemption for a service 
fee. Of course, the ruling does not purport to state all the arguments that 
might be used. Thus, it did not discuss the monkeyshines which, in the 
sort of transaction we are now considering, become increasingly important. 

The most obvious of these is the high rental theoretically deductible by 
the taxpaying business corporation and not taxable income to the exempt 
church. Admittedly, the case stated is an extreme one, with an annual 
rental of two-thirds the fair market value of the leased assets. This was 
done with the purpose of pointing up the problem that will be present in 
every case of this nature: that a rental in excess of a fair rent for use of 
the tangible assets is actually nothing more than an installment purchase 
of good will and not deductible. 

Sometimes, as in Revenue Ruling 54-420,” the rental is not fixed at 
all but is simply a percentage of earnings. In such a case the purchase 
price by C would also have to be a percentage of earnings of X over a 
given period of years. This would certainly seem to make S’s position from 
the capital gains standpoint even more tenuous, but one case could be cited 
that at least partially supports him.” 

The next obvious monkeyshine is the absence of interest. If $900,000 
is paid out over a ten-year period, something in the neighborhood of 
$150,000 is a payment in lieu of interest. The reason it has not been called 
interest is that S would have to pay ordinary income tax on interest and 
the deduction would be meaningless to C. Surprisingly enough, the Gov- 
ernment would have trouble attacking this. In some cases amounts that 
are clearly interest are treated as such even though not so denominated. 
This is true of Series E Bonds, and the principle was recently applied to 
State of Israel Bonds.** The old practice of corporate debentures sold at a 
discount in lieu of interest has been specifically covered by the 1954 Code.” 


68 See discussion p. 110 infra. 

69 See p. 90 supra. 

70 1954-2 Cum. Butt. 128. 

71 In Raymond Marshall, supra note 9, capital gains treatment was allowed even though 
there was no definite price for the stock but simply a percentage of earnings over a period 
of time. However, the seller there was not only a minority stockholder but was also dead; 
thus, no element of control entered the picture. 

72 Rev. Rul. 119, 1953-2 Cum. Butt, 95. 

738 L.R.C. § 1232. 
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However, a device such as the one stated here would still seem to have an 
excellent chance of success.” 

A variation sometimes encountered is a “purchase” of the net current 
assets with the note not payable at maturity if the terms of the lease agree- 
ment have been met. This simply gives X another advantage and lowers 
C’s service fee. At the same time, it makes it more apparent that the rental 
is unrealistic, as the price in fact includes the purchase of these assets, 
which must have some kind of basis in the hands of X. 

In most cases X will have an option to buy the leased assets at the end 
of the period, probably at a comparatively low figure. This will give rise 
to all the problems of sale versus lease discussed supra.” 

To try to make the transaction appear more realistic, X might purchase 
rather than lease the fixed assets. The depreciation deduction would not 
be so high as the rental but, under the new rules of the 1954 Code, would 
still be reasonably high if construction of the assets were completed after 
December 31, 1953.7* The real attack here would have to be on allocation 
of the purchase price, with the Government contending that a substantial 
part of it represented payment for non-depreciable good will. 

Finally, S might be greedy enough to want a substantial equity interest 
in X. Indeed, this has already been suggested, and the weakness it gave 
the whole case was duly noted.” A grab of this nature on top of the other 
elements already mentioned would seem to suggest recklessness as well as 
greed on the part of S. 

In conclusion, it must be remembered that the case stated is quite ap- 
parent and obvious. More subtlety is to be expected of tax lawyers and 
accountants who recommend a plan of action involving substantial sums 
of money. The fringe tax benefits will be more carefully concealed, leav- 
ing the direct attack, which is best in any event, as the only approach 
which would accomplish anything more than a nibble at the edges. Even 
the direct attack will be of dubious effect if the planning has been done 
with sufficient care. But this must be remembered : planning with sufficient 
care means insisting on the seller’s giving up substantial incidence of 
ownership, both by way of economic benefit and control. If the tests sug- 


74 Actually, in most cases the Government has no particular reason to disturb the terms 
of the transaction between the parties, as interest is deducted by one and included by the 
other. In fact, it would normally be advantageous to the revenue to have little or no in- 
terest, as the seller must pay a capital gains tax and the purchaser receives no deduction. 
This might account for the paucity of authority. 

7 See p. 98 supra. 

76 L.R.C. § 167. 

77 MacCracken, supra note 4, at 218. In such a case the transaction would appear vulner- 
able to attack on the ground that there was a liquidation followed by a re-incorporation. 
The theory is that a reorganization occurred with payments being “boot” and taxable as 
dividends to the extent of earnings. Cf. Ingle Coal Corp. v. Comm’r, supra note 30. 
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gested here are met, S deserves his capital gains treatment, as there has 
been a sale.** We do not for a moment suggest invalidation of sales; we 
merely point out that the definition of sale and ownership in this field, as 
in others, should accord with reality. 





IV. Sotution, STATUTORY OR JUDICIAL? 


The question always arises whether a statutory change will provide the 
answer. Here we must remember that there are three separate problems. 
The first, on which this article has concentrated, is the tax result from S’s 
standpoint—capital gain or ordinary income. As to this, a satisfactory 
statutory provision is almost impossible to envision. The answer is that 
the problem of what constitutes a sale is a combined legal and factual 
difficulty, depending on so many factors and involving so many delicate 
questions of degree, that it is best met by administrative and judicial inter- 
pretation and analysis. The statutory provision is already there; it gives 
capital gains treatment to sale proceeds and denies them to payments, 
direct or indirect, which are not made in exchange for a capital asset. 
Accurate legal and factual analysis can under the present Code lead to the 
proper result, whereas an attempt at statutory modification would in all 
probability create hardship on the one hand and unintended loopholes on 
the other. 

The second question concerns the monkeyshines. As to these, the Code 
is already sufficiently precise. These are questions of fact, not law, and 
legislative action is neither necessary-nor desirable. 

Finally, there is the tax-exempt status of the income of the church. 
This problem is a creature of Congress and must be solved by it, not by 
the courts. The owner of a business has a clear right to sell at a price 
higher than the normal market; a church has a perfect right to earn tax- 
free money if Congress says it may. This leads to the valid transaction of 
an outright sale at a price above fair market value.”® Here the only pos- 
sible governmental contention is that the church, by running the business, 
is no longer “operated exclusively” for religious purposes.® This is histori- 


78 See discussion p. 100 supra. 

79 See discussion p. 100 supra. 

80 Rev. Rul. 54-420, supra note 8, takes the position that the charitable organization lost 
its exemption on the facts stated in the ruling. As to whether such charitable organizations 
might lose their exemption, see Better Business Bureau v. United States, 326 U.S. 279 
(1945) ; C. F. Mueller Co., 14 T.C. 922 (1950), rev'd, 190 F.2d 120 (3d Cir. 1951) ; Duffy 
v. Birmingham, 4 P-H { 72,280 (1951), aff'd, 190 F.2d 738 (8th Cir. 1951) ; Mertens, 
FEepERAL INCOME TAXATION § 34.17 and cases cited. Here, however, the question is whether 
a church is primarily operated for religious purposes. It is difficult to see how a recognized 
church would be considered as not being primarily operated for religious purposes simply 
because it purchases a business. 
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cally weak. The problem was originally created when the courts in many 
instances allowed charitable organizations, through the medium of feeder 
corporations, to run businesses tax-free, emphasizing the charitable desti- 
nation of the income rather than the non-passive method of obtaining it. 
In facing the issue, Congress had two alternatives: (a) to remove the 
exemption of charitable organizations operating businesses, or (b) to 
separate the charitable organization’s income by allowing the exemption 
to remain and taxing the business income. It chose the latter course and 
then specifically exempted churches from this tax. The inference is strong 
that it intended churches to have the right to operate businesses without 
losing their exemption. 

At this point, the question is one of governmental policy, not tax law. 
The fundamental issue is whether it is better to allow churches a source 
of revenue beyond the range of the ordinary charitable organization, even 
though this means unfair competition with private business and unusually 
high prices to sellers of such businesses. Forceful arguments on both sides 
may be made, but in any event the legislation to answer the question should 
be Congressional, not judicial. 




















Motion Picture Co-Production Deals and 
Theatrical Business Organization 


First Installment 
JOSEPH TAUBMAN 


M OTION pictures and the theater, the glamor twins, follow certain forms 
of business organization, the joint venture in particular, which are influ- 
enced to a great extent by tax considerations. Current problems pertaining 
to these fields will be discussed in this article. 


I. Motion Picture Co-PropucTIon DEALS 


THE Co-PropucTION TREND 

The co-production trend in the moving picture industry was indicated in 
a report appearing in Variety. The author observed, “While trends and 
cycles have been the history of the picture industry, rarely has any new 
movement taken on such dimensions in such limited time as the swing 
toward the formation of independent companies by name players. . . . 
Corporate stock organizations give the owners (the stars) a crack at capi- 
tal gains . . . as against the straight income impost that scales upward with 
the amount of income, going as high as 90 per cent... .”? 

It was further pointed out that United Artists was taking the key role 
in this activity by virtue of the fact that the incorporated private units 
were to produce pictures for United Artists release with United Artists 
financing.” 

The Hollywood Reporter gave a broader view of these unit deals of 
United Artists. It was there reported that thirty-three independent produc- 


JosepH TauBMAN (LL.B., Cornell University; LL.M. in Taxation and J.S.D., New 
York University School of Law) is a member of the New York Bar. 

1 Arnel, Look Ma, I’m a Corporation, Variety, Mar. 16, 1955, p. 1, col. 1; p. 20, col. 3. 

2 Id. at p. 1, col. 1. The story also indicates the following : 








Actor for Whom Corporate Number of Pictures to Pro- 
Entity Set Up duce for United Artists 

Kirk Douglas Six 

Frank Sinatra Five 

Cornell Wilde One 

Robert Mitchum Five 

Joan Crawford Six 

Rita Hayworth-Dick Haymes _ \ Dwe 

Henry Fonda Six 
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ing units were to be financed to the extent of 90 or 100 per cent by United 
Artists to produce ninety feature films in three years, with an estimated 
$40,000,000 being budgeted for this purpose in 1955.* The story indicated 
that the independent entities were not exclusively formed by name stars. 
Indeed, these constituted only nine of the thirty-three independent produc- 
ing units. Ten producer units were formed by producers, ten by directors, 
three by a director-writer team, and one by a director-star team.* The fol- 
lowing week this newspaper reported that no less than 110 features for 
major company release would be made in 1955 on a participation basis,” 
including 30 by Paramount, 14 by Warner Bros., and 14 by 20th Century- 
Fox, and referred to an acceleration of a trend. 

Business-wise, perhaps, this method is mutually beneficial because it 
gives the independent producers the advantages of the facilities and financ- 
ing of the major companies,® while the latter are thereby relieved of a prod- 
uct shortage by increased production.* The major reasons for the tre- 
mendous growth in this method of motion picture production are, however, 
stated succinctly by Variety : § 

United Artists latest flurry of deals with name players has overhead advan- 
tages for UA as it has capital gain advantages for the actors. 

What UA achieves by its contracts is a dependable supply of name-studded 
properties without the burden of weekly salary commitments which run on 
regardless. 


Actually, the shift in the nature of production has been dictated in re- 
spect of the major companies by the advent of television as a major com- 
petitor.® Production of motion pictures on the basis of salary for producer, 
director, writer, and star meant tying up tremendous sums on a specula- 
tive outcome. The producing components, on the other hand, it would seem 


8 33 Indie Unit Deals Set By UA, The Hollywood Reporter, Mar. 16, 1955, p. 1, pur- 
porting to be an interview of Arthur Krim, President of United Artists. The figures of 
90 and 100 per cent referred to in the story are probably misleading. By coincidence, the 
writer was in Hollywood on Mar. 17, 1955, interviewing Leonard Picker, attorney for 
United Artists, and he indicated that United Artists financed independents from 50 to 100 
per cent. 

4Jd. at 4, cols. 2 and 3, setting forth the separate categories of producing units, the 
principals involved, and the number of pictures each unit was to produce for United 
Artists release. 

5 110 Pix in Participation Deals, The Hollywood Reporter, Mar. 21, 1955. The story 
gives the facts and figures as to the number of participations entered into by each major 
company, and with whom, and in many instances the names of the pictures to be made. 

6 Indies Need Major Studio Connections Says Dore Schary, MGM Studio Head, The 
Hollywood Reporter, Apr. 27, 1955, pp. 1, 4. 

7 Supra note 5. 

8 Supra note 1, at 20 (box). 

®In a series of interviews and informal talks by the writer with motion picture people 
in New York and California, virtually all of them have accepted this as a truism and 
economic fact. 
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are more than willing to gamble on the success of their venture and stake 
high salaries at high tax rates against a percentage of the net profits with 
a possibility of capital gains at some point in the venture. 


Motion Picture DistRIBUTION. JOINT VENTURE? 


In order to follow the implications of this trend, it is necessary to review 
the nature of motion picture distribution. “The industry operates, as has 
been indicated, principally under the copyright laws as opposed to the law 
of purchase and sale, the ostensible product, positive prints of motion pic- 
ture films, being seldom sold. . . . In the motion picture industry, then, 
every transaction involves a separate licensing bargain between the copy- 
right owners [and] the distributors. . . .” ?° In turn, the distributor licenses 
a theatrical exhibitor for a percentage of the box office receipts. 

The economics of the motion picture industry, then, is a series of per- 
centage participation arrangements leading from the box office back to the 
producer. A percentage of the gross receipts from theatrical exhibition is 
allocated by contract to the distributor. In Gleichman v. Famous Players- 
Lasky Corporation ™ the Court held that the distributor and theatrical 
exhibitor were not in a joint venture giving the plaintiff a right to an 
accounting. There was no joint investment in property, no joint obligation, 
no services to be rendered jointly, no sharing of losses, and no joint lia- 
bility for debts. Generally speaking, this view is correct. Percentage par- 
ticipation here is a form of royalty arrangement wherein compensation 
for the license of exhibition is not a lump sum but a percentage of the pro- 
ceeds spread out over the period of exhibition. This arrangement generally 
creates a debtor-creditor relationship and is no different from a contract 
to pay a percentage of the proceeds for use of a composition.’? In the ab- 
sence of a showing of a fiduciary relationship, “The courts have repeatedly 
declined to extend equitable relief in the form of an accounting for royal- 
ties received.” ** While an accounting may be provided for in the contract, 
such a provision would not create a fiduciary relationship any more than 

10 Bernstein, The Motion Picture Distributor and the Copyright Law in Seconp Copy- 
RIGHT LAw Symposium 119, 121 (1940). 

11 241 Mich. 266, 217 N.W. 43 (1928). 

12 King v. Edward B. Marks Music Corporation, 45 N.Y.S.2d 630 (Sup. Ct. Sp. T., N.Y. 
Co. 1943), where Eder, J., indicated that a contract to pay a percentage of moneys 
received for use of plaintiff’s composition does not create a fiduciary relationship. The 
licensor relies on the integrity of the licensee to pay. Merely reposing confidence does not 
in and of itself create a trust. In this instance the difference would be the ten-year statute 
of limitations for an accounting under N.Y. Civ. Prac. Act, § 15(1) as compared to the 
six years for an action in contract pursuant to § 48 thereof. 


18 Ehrlich v. Mills, Inc., 215 App. Div. 116, 119, 213 N.Y. —. 395, 398 (1st Dep’t 
1926), aff’d, 248 N.Y. 598, 162 N.E. 539 (1928). 
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would a license for a percentage of the net profits rather than of the gross 
proceeds when the payment is intended as a measure of compensation."* 

Nevertheless, when the ban on the motion picture “Curley” by the Board 
of Censors of Memphis, Tennessee, was upheld, the Court stated, ‘United 
Artists and the local exhibitor are jointly engaged in a local business enter- 
prise, the distributor furnishing the mechanical device (the film) while the 
exhibitor furnishes the theatre as well as the labor necessary to exhibit 
the picture.” 7° It is doubtful whether this decision will be followed. The 
industry has been operating for a long time on the assumption that the dis- 
tributor and exhibitor are not co-adventurers. A mere license for a percent- 
age of the gross proceeds without more will not create a joint venture. 

Where the distributor also produces the motion picture, his costs and 
receipts might appear as follows: 


Box office receipts $1.00 
Amount to distributor sae 
Cost of distribution .12 
Cost of story .01 
Producer cost .O1 
Physical cost: props, etc. .07 
Actors cost .04 
Studio overhead, including law, accounting .04 
Profit before taxes .03 
Profit after taxes s02 #¢ 


THE Propucer’s SHARE 

In determining the producer’s share or the net profits allocable to the 
producer, a different breakdown appears, generally based upon the produc- 
tion budget. The components of the negative cost of production are esti- 
mated, including administration, direction, performers, studio and labora- 
tory, literary property, distribution, and investment. Where the major 
company enters into a participation deal, the accounting breakdown differs 
from that of a production by the studio itself, as above, or a straight re- 


14 West End Theater Syndicate, Limited v. Shubert, 180 App. Div. 310, 167 N.Y. Supp. 
250 (1st Dep’t 1917), where a license by an English producer of rights to defendant to 
produce a play in the United States and Canada for one-third of the net profits was held 
not to create a partnership so as to permit, under that contract, defendant to offset losses 
of the first season’s production by profits of the second season. 

15 United Artists Corp. v. City of Memphis, 189 Tenn. 397, 408, 225 S.W.2d 550, 555 
(1949), cert. denied, 339 U.S. 952 (1950). United Artists was found to be doing an intra- 
state business in Tennessee without qualifying as required by law, and the case was dis- 
missed as to it. The writer was informed by counsel who participated in this matter that 
subsequently the theory of joint enterprise was raised in a number of unreported cases in 
West Virginia, but the court refused to follow the Tennessee decision. The writer agrees 
with counsel that the normal distributor-exhibitor relationship is not one of joint venture. 

16 Odlum, Financial Organization of the Motion Picture Industry, 254 ANNALS 18 


(Nov. 1947). 
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lease by a distributor on behalf of a producer with independent financing. 

In 1947 the then President of the Society of Independent Motion Pic- 
ture Producers could write, ‘““An independent producer may be defined as 
one who finances his own picture and owns no distributing company or 
theaters where he may exhibit pictures.” ‘7 He observed that the wartime 
boom encouraged independent production so that by the end of World 
War II their numbers had increased more than threefold.*® 

Moreover, “. . . banks are the chief source of film financing for the 
independents. They will lend so-called ‘first money’ to any legitimate movie 
maker, thereby covering 60 to 70 per cent of the cost of a picture, at a 
rate of 5 or 6 per cent, depending on the nature of the risk. The ‘collateral’ 
required by a bank includes a good story, commitments from one or more 
stars for the principal roles, a competent director, a studio where the pic- 
ture can be shot, and a contract for the release of the picture with a good 
distributing company.” *® 

The balance of the funds required often would be financed by ‘second 
money” and deferrals. The “second money” might amount to 15 per cent 
of negative cost and deferred items—parts of salary of star, producer, 
director, story—might then constitute the balance of the budget. 


THE INDEPENDENT PropuciInG CorPoRATION—NoO VEIL To BE PIERCED 

A typical case in the area of independent producing corporations is Her- 
bert v. Riddell.” The Commissioner unsuccessfully tried to ignore the in- 
dependent corporate producing entity and tax the gain upon liquidation as 
ordinary income of joint adventurers. George Abbott, F. Hugh Herbert, 
and the Kiss & Tell Company organized the Abbott-Herbert Corporation 
to produce Kiss and Tell. Despite the Government’s contention that the 
picture was not produced by Abbott-Herbert Corporation, the Court found 
that the corporation was the actual producer, Columbia Pictures receiving 
an exclusive right to distribute. 

Abbott-Herbert Corporation had borrowed $400,000 from the Bank of 
America upon assurances from Columbia Pictures that the picture would 
be produced within a certain margin. However, Abbott-Herbert Corpora- 
tion ultimately became responsible for the loan, and the Bank received an 
assignment in advance of a percentage of the proceeds. The Court found 
that the agreement of Abbott-Herbert Corporation and Columbia Pictures 
indicated that the production was to be by the former and that the latter 
was merely the distributor. Abbott-Herbert Corporation had control of per- 


17 Nelson, The Independent Producer, 254 ANNALS 49, 51 (Nov. 1947). 

18 Jd. at 50-51. 

19 Jd. at 55. 

20103 F.Supp. 369 (S.D. Cal. 1952). The defeat of the Bureau was convincing proof 
that a corporation could be collapsed in the absence of a statute, where the corporate forms 
are scrupulously adhered to, as in this decision, and capital gains realized. 
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sonnel, directors, and content. Script approval by Columbia Pictures was 
found to be precatory and not in terms of command or obligation. Abbott- 
Herbert Corporation agreed to use the facilities of Columbia Pictures for 
which certain charges were made, Columbia assuming responsibility only 
for the care of the equipment and the Abbott-Herbert Corporation for its 
employees. 

Columbia Pictures, by agreement with the Bank of America which re- 
ferred to Abbott-Herbert Corporation as producer and Columbia Pictures 
as production and distribution agent, agreed to withhold for the Bank a 
certain percentage of its receipts and subordinate all liens to the lien of the 
bank loan. 

The Court found also that no executive of Columbia Pictures ever 
walked on the set during the making of the picture; that Abbott-Herbert 
Corporation meticulously observed the corporate forms from start to fin- 
ish; that the latter paid out substantial sums in corporate checks and 
actually carried on many business activities ; that F. Hugh Herbert entered 
into a contract with the Herbert-Abbott Corporation to prepare the script 
for a sum certain, payable partly on a deferral basis ; that Abbott-Herbert 
Corporation was properly capitalized; and that $50,000 in cash was in- 
vested by the stockholders for the stock. 

The Court properly held that Abbott-Herbert Corporation was an inde- 
pendent entity, though availed of for but a single venture; was the actual 
producer of the picture, and that there was no suggestion of co-production 
with Columbia Pictures or that Columbia Pictures was to participate in the 
net profits. 

Contrast the situation in Fred MacMurray, 
to obtain capital gains upon a sale of a literary property. The Tax Court 
found that an executive vice-president of Columbia Pictures had repre- 
sented to one of the principals in MacMurray’s independent company as 
follows : * 

Kahane told Tevlin that Columbia would not take the picture on a distribu- 
tion basis, but that if the script was ‘right,’ and if the cost at which the picture 
could be made was sound, Columbia would be willing to make a partnership 
deal under which it would act as distributor, supply the secondary financing, 
and receive 50 per cent of the profits from the picture. The payment of 50 
per cent of the profits to Columbia was to be in addition to the fees that Colum- 
bia would receive as distributor and in addition to the interest and other pos- 
sible charges that it would also receive by reason of supplying the secondary 
financing. ... 


21 


where the actor was able 


The production-distribution agreement between Columbia Pictures and 
Mutual Productions provided that 70 per cent of the $800,000 budget 


21 21 T.C. 15 (1953). , 
22 Td. at 25; emphasis added. 
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would be financed by bank loan; 15 per cent by loans and credits from 
Columbia Pictures ; and 15 per cent by Mutual Productions by way of de- 
ferrals of salaries of the star and director and the cost of the story. Gross 
receipts were to be applied in the following priorities: taxes, distribution 
fees, bank loans, Columbia Pictures’ loans, deferred items, a sum equal to 
25 per cent of moneys advanced by Columbia Pictures as bonus for the 
loan, story purchase moneys, and the balance of the receipts, designated 
“net proceeds,’”’ were to be divided equally between Columbia Pictures and 
Mutual Productions. 

A second agreement was entered into. This was a story sale agreement 
between MacMurray, Fenton, and Tevlin, as owners, and Columbia Pic- 
tures and Mutual Productions as purchasers. Thereafter Columbia Pic- 
tures and Mutual Productions entered into a license agreement whereby 
Columbia Pictures and Mutual Productions assigned to Mutual Produc- 
tions, subject to the terms of the production-distribution agreement, the 
right to make the motion picture. Production took place at the studios of 
General Service Corporation in which Tevlin was interested. 

The Tax Court found also: * 

In 1946, Columbia and Mutual received $1,000 for the use of the story in a 


radio broadcast. As co-owners of the residual rights to the story, Columbia and 
Mutual each received one-half of this fee. 


THE NATURE OF THE Co-PRODUCTION 


One writer has indicated that where the advances by the distributor to 
the producer do not clearly create a debtor-creditor relationship, the lender 
might be an owner, adding with respect to the distributor, ““There may be 
some areas of doubt, as already mentioned, as to whether he is a creditor 
or part owner of the picture.” ** 

It is proposed to explore the nature of the legal relationship created by 
this area of doubt and to ascertain some of the tax consequences therefrom. 
It must be borne in mind that co-production deals differ from case to case. 
In some instances, the distributor may receive perpetual rights of distribu- 
tion ; in others, rights to distribute for a term. The distributor may finance 
all or only part of a production. The terms of the arrangement will be de- 
termined by the relative strength of the respective parties in their negotia- 
tions. One can assume that an Oscar winner entering into a co-production 
deal will receive better terms than others in the year of his award. 


23 Td. at 29. 

24 Walker, Investing In Motion Picture Enterprises in ProceepInGs or U. So. CALIF. 
Tax InstituTE 399, 400, 401, 405 (1954). Walker sets forth the following priorities in 
arriving at a producer’s share: distribution; bank loan repayment; cash advances for nega- 
tive cost for studio and laboratory ; money advanced by production company for negative 
cost; deferred items ; bonus for distributor ; non-budgeted story cost; and producer’s share 
equals the rest. 
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SUBSIDIARY RIGHTS AND COLLAPSIBLES 


Variety wrote : * 


... A new wrinkle in eventual ownership of completed pictures is developing 
as a result of the increasing number of participation deals being signed by the 
major studios. New contracts being signed by the film companies and their 
actor, producer or director partners has studio lawyers working overtime in 
getting down the subsidiary points, especially the relation to future sales to 
television. 

In some cases, where a studio is particularly anxious for the services of a 
partner or a package, the TV rights may revert to the outsider. In other in- 
stances, where the studio provides the major portion of the coin, the film re- 
mains the property of the film company. In a third case, the video rights, when 
eventually sold, may be split according to a stipulated percentage. 


It is noteworthy that the trade papers refer to the co-production deals as 
partnerships and that the Tax Court in the MacMurray case used the same 
language. How is this to be reconciled with the hopes of the owners of the 
independent productions companies to achieve capital gains? The actors, 
producers, directors, and writers are thinking in corporate terms and have 
the collapsible corporation in mind. With proper guidance they can become 
“multiple-shot” corporations, whether or not property is held for a period 
of more than three years.”° If the property is in distribution for three years 
or more after production, then presumably the pictures are not section 341 
assets coming within the purview of collapsible corporations ; ** and there- 
after they may liquidate the independent company at capital gains rates. 

Moreover, a grant of less than the copyright for a sum certain, which is 
exclusive and for the life of the copyright and which is not measured by a 
percentage of the receipts, is to be considered a sale of property and not a 
license.** Thus, if the independent producing company owns the television 
rights, the rights may be distributed to the shareholders in liquidation. But 
what is the value of a motion picture five years or more after release for 
theatrical exhibition ? 


Motion PictuRE AMORTIZATION 


Motion picture companies do not use the cost recovery method of amor- 
tization or depreciation, viz., writing off all receipts until recovery of nega- 
tive cost and considering the excess as income. The major companies have 
adopted amortization formulas which vary for features, westerns, and 


25 Future TV Rights Big Legal Issue to New Partners, Variety, Mar. 23, 1955, p. 3, 
col. 2. 

26 Reg. 39.117(m)-1, Example 4. 

27..R.C. § 341(b) (3): “Section 341 assets—For purposes of this section, the term 
‘section 341 assets’ means property held for a period of less than three years. . . .” 

28 Rey. Rul. 54-409, 2 Cum. Butt. 174 (1954). 
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shorts and include a separate allocation for foreign exhibition.”” The inde- 


periodic revenue tn Pathan 
expected revenue 
Films, Inc.*° the Tax Court sustained the Commissioner’s ten-year amor- 


tization period for bible pictures, stating, “The testimony shows that the 
capital investment in commercial pictures is recovered over a period of 18 
months or two years.” ** 





pendents use another formula: cost X 


SALES OF PICTURES AND RIGHTS. CAPITAL OR ORDINARY ? 


At any rate, the motion picture will have been fully amortized at the 
time of sale of the television rights. Suppose the independent producing 
entity sells its pictures to the major studio with which it was in co-produc- 
tion, that is, after a number of years of exhibition theatrically, the inde- 
pendent decides to sell out. Assume, too, that three years have elapsed 
since production, so that by definition the independent is not a collapsible 
corporation. At the time of sale the pictures will have been fully amortized. 
If the pictures are sold, these assets presumably would take a zero basis. 
The pictures have a twofold value: (a) the producer’s share of net profits 
from theatrical exhibition ; and (b) the value of television rights that may 
have been reserved. 

It would appear that the share of net profits that may be earned in the 
future would be a right to ordinary income. The pictures in the hands of 
the independent producing entity are held primarily for sale to customers 
and perhaps may be stock in trade or inventory. The amortization methods 
applied are in effect a method of recovery of cost, since the amortization 
period generally follows immediately the period of production and incur- 
ring of costs. It is doubtful, therefore, whether the fact of amortization 
would subject sale at a profit to capital gains treatment under section 
1231.” Likewise, a sale within a twelve-month period of all the assets, 
pursuant to section 337, might run afoul of the transactions excluded by 


29 Tannenbaum, Amortization of Motion Pictures in PRocEEDINGS oF U. So. Cattr. TAx 
InstTITUTE 345 (1948). 

805 TCM 112 (1946). 

81 Jd, at 113. In Leona Anderson, P-H T.C. Mem. Dec. {ff 52,107 and 52,331, the Tax 
Court found that the fair market value at the time of distribution of six silent pictures was 
nothing. Their sale, therefore, in 1945 took a zero basis, so that no loss was sustained 
upon the sale as claimed by the taxpayer. The Court added, “It is the general practice with 
the large motion picture producers to amortize ordinary commercial motion picture photo- 
plays over a two-year period.” 

82 Section 1231 permits depreciable property used in a trade or business and real estate 
held for six months to be considered as sales or exchanges of capital assets where the 
gains exceed the losses but not where the losses exceed the gains, provided that such prop- 
erty would not be inventory or held primarily for sale to customers in the ordinary course 
of trade or business, or is not a copyright. F 
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as 


the section, particularly property primarily held for sale to customers in 
the ordinary course of trade or business.* 

In Fields v. Commissioner ** taxpayer, a playwright, sold motion picture 
rights to My Sister Eileen to Columbia Pictures and similar rights to 
Doughgirls to Warner Bros. He argued that the gains were capital pur- 
suant to section 117(j).*° Taxpayer lost. The Tax Court wrote : *° 

..- He has not shown that the motion picture rights to the plays in question 
were used by him in, his trade or business. Rather, the motion picture rights 
were held primarily for sale to customers, in this case motion picture companies, 
in the ordinary course of his trade or business. . . . 


The Second Circuit Court went further, Augustus N. Hand, J., stating,*” 


Property held for use as distinguished from property held for sale would 
comprehend such items as writing tools, novels or ideas acquired by the writer 
for dramatization, etc., rather than the finished copyrighted product. . . . 


It would appear, therefore, that disposition of the pictures through sale 
by the independent producer would result in ordinary income. Suppose the 
company were liquidated and the shareholder actors, producers, directors, 
and writers sold their undivided interests in the pictures as tenants in com- 
mon. A nice question would arise whether the pictures constituted prop- 
erty held for sale to customers in the ordinary course of trade or business 
of the owners. Or, suppose such principal received one or more pictures in 
liquidation without other co-owners. In the first case it is possible that one 
co-tenant might be held to hold the property primarily for sale to customers 
in his trade or business ; in the latter case he might not. 





To BE or Not To BE. Goldsmith or MacMurray? 

The real issue in such cases is whether the courts would apply the rule 
of Fred MacMurray * and Anatole Litvak *° or that of Goldsmith v. Com- 
missioner.*° MacMurray, an actor, and Litvak, a director, were both able to 
show that their trade or business was not that of buying or selling stories 
upon the sale of which capital gain was realized. The Commissioner argued 


33 L.R.C. § 337(b) (1) (A). 

34 189 F.2d 950 (2d Cir. 1951), affirming 14 T.C. 1202 (1950). 

85 T.R.C. § 117(j) (1939) corresponds to present I.R.C. § 1231. See note 32 supra. 

36 Joseph A. Fields, 14 T.C. 1202, 1216 (1950). 

37 Supra note 34, at 951. 

38 21 T.C. 15 (1953). 

39 23 T.C. 441 (1954). 

#0 143 F.2d 466 (2d Cir. 1944), cert. denied, 323 U.S. 774 (1944). Chase, J., held that it 
was ordinary income and there was no sale because no title passed. L. Hand, J., (Swan, J., 
concurring) held there was a sale which was primarily to customers in the ordinary 
course of trade or business, The Internal Revenue Service has now adopted Judge Hand’s 
view that the copyright is not indivisible and that a grant of less than the whole may be 
a sale of property (Rev. Rul. 54-409, 2 Cum. Butt. 174 (1954)). 
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in both cases that the property was held primarily for sale and, in the 
Litvak case, that the exceptions were intended only in the case of specu- 
lators and dealers in securities. Raum, J., decided, however, that the statute 
as it read afforded the taxpayer capital gains and that the problem was a 
legislative one if the statute were to be made more restrictive.*? Conversely, 
in Goldsmith the Court said : 

... That Clifford Goldsmith was in “business” as a playwright, we have his 
own word for ; and, although he had written only one play, he spent his time in 
exploiting it in various ways, in which he was very successful. This he did by 
licenses to producers of a stage play, by licenses to broadcasters and by the 
licenses to moving picture producers, whose proceeds are here in suit. 


Unto DEATH or To Part. THE Ferber METHOD oR By GIFT? 

It is apparent that the Goldsmith decision may be beneficial to widows, 
children, heirs, and artists and writers whose trade or business is not art 
or writing.** In support of this view, Murdock, J., held recently in Estate 
of Jacques Ferber ** that a bulk sale of furs at auction by the executors of 
a deceased retail fur dealer was a sale of capital assets which produced cap- 
ital gains, saying,*® 

... However, the decedent’s estate, which is the petitioner here, is a different 
taxpayer and items which were not capital assets in the hands of the decedent 
may nevertheless be capital assets in the hands of the estate. 


The Ferber case may well prove an important aid in estate planning. 
An actor, director, producer, or writer owning a picture or an interest 
therein as tenant in common, who is advanced in years and whose gross 
estate is not otherwise large, may do well not to dispose of the picture but 
to keep it as an asset until death. The appreciation in value will not be 
taxed as income and the estate will take the value of the picture as of the 
date of death.*® His representative can then sell the picture at capital gains 
rates if further increment is anticipated. Such may well be the situation 
with respect to a feature picture made in color today. One may anticipate 
that the value of television rights thereto will rise over the next five years 
as color television comes to the fore. 

Similarly, where there is any doubt as to the result of a sale by a writer, 
director, producer, or actor owner of a picture, he can make a gift of the 
picture to one who would not be considered as making a sale in the ordi- 


41 Note 39 supra. 

42 Note 40 supra, at 467. 

43 This is the argument of Fulda, Copyright Assignments and the Capital Gains Tax, 
58 YALE L.J. 245, 259 (1949). 

4422 T.C. 261 (1954). 

45 Id. at 263-264. 

46 T.R.C. § 1014. 
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nary course of a trade or business. Suppose the picture has a fair market 
value of $50,000. The owner and his wife can join in making a gift thereof 
if they have not already used their specific lifetime exemption of $30,000 
each.** The donee may sell the picture and realize increment at capital gains, 
provided he is not making the sale in the ordinary course of a trade or 
business. 


Pacific Finance. THE SHAKY Way? 


Another method used successfully appears in Pacific Finance Corpora- 
tion of California.** Taxpayer purchased an interest of $550,000 future 
gross receipts from the motion picture Rebecca for $450,000. It sold its 
interest for $175,000 after receiving $375,000, realizing a profit of $100,- 
000. The original agreement referred to the sale, transfer, and assignment 
of a defeasible interest by the owners. Petitioner called it an investment. 
The Tax Court found that the picture was not property held for sale. 
Eighty to eighty-five per cent of its business consisted of automobile 
financing, personal finance, insurance, and installment loans. Its only prior 
dealing in motion pictures was a loan to Vanguard Films in 1943. The 
Court found that taxpayer was not a lender under this agreement, since 
there was no obligation to repay in any event. The Court dismissed the 
Commissioner’s casual suggestion of a joint venture, pointing out that all 
but an insignificant sum would have been taxable in prior years and that 
there would have been a capital loss, since taxpayer had not recovered his 
original investment at the time of sale. 

Nevertheless, it is submitted that such a purchase of an interest has its 
risks. In Bessie Lasky *° Producer Jesse L. Lasky had an agreement for a 
percentage of the profits over a certain sum upon sale of Sergeant York 
to Warner Bros. A dispute arose later as to the precise amount due Lasky. 
The latter thereupon sold his rights under the agreement to United Artists 
for $805,000 which in turn settled with Warner Bros. for $820,000. The 
Tax Court held that Lasky had received ordinary income and not capital 
gain and that his payments were merely accruals through an intermediary ; 
what Lasky received were royalties or, in the alternative, a share of the 
proceeds due to his contribution as a producer. 

It could also be argued that Pacific Finance did not receive indeter- 


47 Section 2521 provides a specific lifetime exemption of $30,000 per person. Section 
2513 provides that a gift by a husband or wife to a third person shall be considered as 
made one-half by each. Section 2503 provides that the first $3,000 of gifts to a person 
made each year shall be excluded from gift tax. Thus, a picture with a fair market value 
of $66,000 at the time of gift may be transferred by gift by an owner and his spouse with- 
out payment of gift tax if the specific exemptions have not been used prior thereto. 

48 P-H T.C. Mem. Dec. { 53,129. 

49 22 T.C. 13 (1954). 
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minate future payments which were converted into a lump sum. Both 
transactions are quite different from a promise of royalties for ore, as in 
Burnet v. Logan,® which was held not to equal cash, or a series of oil 
brokerage contracts, as in Commissioner v. Carter,™* which had no ascer- 
tainable market value. Lasky had a right to ordinary income. The excess 
over basis that Pacific Finance had was essentially no different from its 
status if it had not sold its interest, viz., receipt of ordinary income. In 
essence, it sold an interest in future earnings. If Pacific Finance were a 
co-adventurer and the transaction had taken place after the effective date 
of the 1954 Code, its profit might very well be considered ordinary income 
from “unrealized receivables.” ®? 


SoME PROBLEMS OF Co-PRODUCTION 


The change in the nature of motion picture production in the direction of 
co-productions opens up a new and very important consideration. Is the 
co-production a joint venture or partnership? If not, is it a tenancy in 
common or some legal relationship sui generis? ** To the writer’s knowl- 
edge, no cases have been decided on this issue. When the question arose in 
the matter of Bank of America v. Universal Pictures, the parties settled 
before any decision was rendered. Universal Pictures had entered into a 
number of co-production agreements with a number of independent pro- 
ducing companies. Because of the advent of television after World War 
II and other factors, these films did not recover negative costs. The Bank 
of America, under its agreement with the independents, was subrogated 
to their right, title, and interest in the films. Having suffered substantial 
losses on its investment, the Bank thereupon requested Universal Pictures 
to distribute them on television. The studio refused, indicating that it 
would compete with future theatrical exhibitions, even though little rev- 
enue was then forthcoming from the pictures. When Universal Pictures 
refused to license the Bank to use them for television, the latter commenced 
an action against Universal Pictures upon a theory, among others, that the 
original co-production agreement was one of co-adventure or co-partner- 
ship. Consequently, the independent producer had a partner’s equitable 
lien to apply partnership assets for the payment of partnership liabilities 
to which the Bank was subrogated. The matter was finally settled whereby 


50 283 U.S. 404 (1931). 

51170 F.2d 911 (2d Cir. 1948). 

52 Section 751(c) includes in the term “unrealized receivables” any rights to payment, 
contractual or otherwise, for payment for services rendered or to be rendered or for goods 
delivered or to be delivered where the proceeds would be treated as sale or exchange of 
property other than a capital asset. See Paulston, Sale or Transfer of a Partnership in 
ProceEepincs oF U. So. Carir. Tax Institute 251 (1955). 

53 Future decisions will determine this. 
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television rights were released to the Bank of America. Ironically enough, 
the Bank recouped millions in a highly profitable contract for television 
exhibition in the well-known Million Dollar Movie. 

Another facet of co-production which has created difficulties is that of 
the perpetual right of distribution. In a number of instances agreements 
were entered into granting the studio such a right. Theatrical distribution 
may long since have ceased. The producer entitled to a percentage of the 
net profits finds that release for television would be highly profitable, but 
the studio refuses. 

In the recent decision of United Artists Corporation v. Strand Produc- 
tions, Inc.** the Court construed a contract of co-production involving few 
television clauses. Strand Productions, as the successor to Nasser Produc- 
tions in a Chapter XI bankruptcy reorganization, asked that the Court 
permit distribution of the pictures for television. The agreement permitted 
United Artists to market the pictures for television, as did the other major 
companies, and the producer warranted that it would not compete with 
the distributor. However, if United Artists could not distribute, then the 
producer could. The Court held that the contract was indivisible and 
refused to permit exhibition on television to compete with the theatrical 
rights of United Artists. 

In the Strand Productions case, however, the theatrical distribution 
rights were for a term that had not yet expired. Where, however, per- 
petual rights are granted, one must revert to the legal relationship of the 
major studio and the independent company. If the two are merely in con- 
tractual relationship, at arm’s length, then equity may very well decline 
to afford relief. If, however, the parties are joint adventurers, then the 
rules of partnership generally apply to them; they are in a fiduciary rela- 
tionship, and the independent producer would have a right to an accounting 
in equity. Moreover, the latter may demand a dissolution of the venture, 
appointment of a receiver, and exhibition on television. A receiver, con- 
serving partnership assets, might well find that the films produced sub- 
stantial income in television and very little in the theater. 


Tax CONSEQUENCES OF THE Co-PropUCTION Co-ADVENTURE 

The tax consequences of the co-production relationship, should it be 
held to be a joint venture, are equally significant. The Code classifies a 
joint venture as a partnership for tax purposes,” and thus the tax conse- 
quences of partnership follow. Losses arising out of sales or exchanges 
between related taxpayers are disallowed in certain instances.** Section 


54 216 F.2d 305 (1954). 

55 T.R.C. § 7701(a) (2). Section 761(a) repeats this language, thereby subjecting the 
joint venture to the rules for partners and partnership under Subchapter K. 

56 T.R.C. § 267. 
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267(c) (1) and (3) provides rules for constructive ownership of stock by 
partners. Great care must be exercised, therefore, with respect to sale of 
the stock or assets of the independent company to the major distributor. 
Such sale is normally contemplated, but not necessarily executed, when 
the pictures have been distributed among theaters for a number of years 
and the owners of the independent company wish to move on to other 
ventures. 

A second facet is amortization. The periods for a major distributor 
differ somewhat from that of an independent.™ This ties in with the notion 
that it is the partners and not the partnership who are subject to tax upon 
their distributive shares of partnership income, whether distributed or 
not.*® 

Which method of amortization should be used? It is submitted that the 
amortization method of the independent producer should be employed. 
Section 707 of the Code provides an entity concept in transactions between 
partner and partnership so that, with certain exceptions, they shall be 
considered as occurring between the partnership and one who is not a 
partner.®® It was noted in the Fred MacMurray case ® that Columbia Pic- 
tures and Mutual Productions had entered into a licensing agreement with 
Mutual Productions whereby the latter produced the picture Pardon My 
Past. Since a production by an independent producer not in co-production 
periodic revenue 
expected revenue’ 
follow that an independent in co-production should use the same formula 
by virtue of section 707. 


it would 





used the method of amortization of cost 


Whatever formula is used, the independent company, as partner, may 
find itself faced with the problem of being liable for tax on a distributive 
share of income. Assuming the co-adventure is on a cash basis, the dis- 
tributor arrives at the producer’s net profits by a series of payments and 
setoffs of priorities. Suppose both distributor and co-adventure are on a 
calendar year, but the agreement of co-production provides for payment of 
the co-producer’s net profits by the distributor quarterly. The independent 
co-producer may then find itself in the position of picking up income in 
a tax year prior to that of the agreement. If the distributor has $100,000 
in receipts at the end of 1955 and remits to the independent its 50 per cent 
share in January, 1956, then if the parties are co-adventurers, the inde- 
pendent company must include $50,000 as its distributive share for 1955. 

The nature of the relationship has great significance to foreign firms in 

57 Tannenbaum, supra note 29. 
58 [.R.C. §§ 701 and 702. 


59 .R.C. § 707 (a). 
60 Fred MacMurray, 21 T.C. 15 (1953). 
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co-production with Americans.” If the parties are dealing as independent 
contractors, then the foreign corporation not engaged in business in the 
United States will pay a tax of 30 per cent upon income from sources 
within the United States.® It will pay the regular corporate normal and 
surtax upon such income if it is engaged in trade or business in the United 
States. While by statute a non-resident alien individual is considered as 
being engaged in a trade or business within the United States if the part- 
nership of which he is a member is so engaged, the same result would 
appear applicable to a foreign corporation engaged in a co-production with 
an American producer or distributor. Thus, suppose a foreign independent 
producer enters into co-production with an American distributor and pro- 
duces the picture abroad. If the co-production is a joint venture, the pro- 
ducing company may find that it is subject to the rules governing partner- 
ship taxation. Moreover, the courts may ascribe a local situs to the co- 
adventure. Consequently, all of the income of the co-adventure may be 
subject to tax in the United States, regardless of its source. If this be so, 
the benefits and advantages of joint foreign and American co-production 
may prove illusory. 


COLLAPSING THE Co-PRODUCTION JOINT VENTURE 

The 1954 Code collapsible partnership provisions do not provide any 
time limit, while the collapsible corporation statute does not apply to 
assets held for three years or more after manufacture, construction, pro- 
duction, or purchase of the property:®* Suppose an independent producing 
company sells its interest in the pictures three years or more after produc- 
tion; the pictures are successful and a substantial profit may be realized 
upon sale of the pictures. If the co-production be a co-adventure, then 
upon sale of the pictures, or indeed of any interest in the agreement with 
the distributor, the proceeds may well be subject to tax as ordinary income 
rather than as capital gains.®’ As corporate co-adventurers, the producer 
may pay tax at a rate of 52 per cent rather than 25 per cent.® 

Furthermore, it is possible that the pictures may be considered inventory 


61 Dutch Latest in Co-Production, Variety, June 15, 1955, p. 5; and Europe Now Sees 
Advance Script Needs in Deals, Variety, June 8, 1955, p. 3. 

62 T.R.C. § 881. 

63 T.R.C. § 882. 

64 T.R.C. § 875. 

65 T.R.C. § 751. See also Paulston, supra note 52. 

86 Section 341(b) (1) which defines “collapsible corporation,” and section 341(b) (3) 
which defines “Section 341 assets.” 

67 .R.C. § 751 (a). 

88 This assumes payment of corporate surtax as well as normal tax pursuant to sec- 
tion 11. 
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items within the meaning of the collapsible partnership.® If this be so, 
and there is little reason to doubt that motion pictures in the hands of the 
producers are otherwise, it would follow almost automatically that these 
inventory items have appreciated substantially in value. Assume that a 
picture has been produced for $500,000. By almost any method of amorti- 
zation, it will have been written off to zero basis within two years after 
release. Proceeds thereafter in the hands of the producers would constitute 
ordinary income. Upon sale thereafter almost any sum received would con- 
stitute 120 per cent of the adjusted basis to the partnership, because the 
adjusted basis after amortization, as presently approved by the Treasury, 
would be zero.” In addition, the second requirement of substantial appre- 
ciation would readily be satisfied, since a sale of even one picture would, 
in all likelihood, constitute ten per cent of the fair market value of all 
partnership property other than money.” This is so because most co-pro- 
duction agreements entered into to date between an independent producing 
entity and a major distributor contemplate the making of six pictures or 
less. 


THE COLLAPSIBLE CORPORATION INTERPLAY 

Unlike a collapsible corporation, a co-production co-adventure generally 
will have no other assets than the pictures and the bundle of rights that 
may be “spun off” therefrom, particularly television rights. A corporation 
may avoid the test that it is collapsible by so conducting its affairs as to 
bring in other income. It can thereby come within the limitations of the 
application of the section. 

In the event of gain realized by a shareholder with respect to his stock 
in a collapsible corporation, the section does not apply “to the gain recog- 
nized during a taxable year, unless more than 70 per cent of such gain 
is attributable to the property so manufactured, constructed, produced, 
or purchased; ....” ” In proof of this, consider the following item in 
Variety : 


. . . Show bizites are discovering that there is no business like some other 
business for bringing in the big coin. The show will continue to go on but 


69 Section 751(d) (2) (A) defines inventory items as “property of the partnership of the 
kind described in Section 1221(1).” Section 1221(1) excludes from the definition of capi- 
tal asset “stock in trade of the taxpayer or other property of a kind which would properly 
be included in the inventory of the taxpayer if on hand at the close of the taxable year, or 
property held by the taxpayer primarily for sale to customers in the ordinary course of 
his trade or business.” 

70 T.R.C. § 751(d) (1) (A). 

71 LR.C. § 751(d) (1) (B). 

72 L.R.C. § 341(d) (2). 

78 Its Now ‘No Bis Like Some Other Biz’ to Escape That Big Tax Rap, Variety, Apr. 
27, 1955, p. 1, col. 1. . 
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performers are now eyeing other areas of operation as an adjunct to their 
greasepaint careers. 

Trend towards extra-curricular business activities is highlighted by several 
of video’s top talents who’ve launched merchandising firms of their own... . 
Corporate tax is much less than the tax on the performer’s personal income 
and the big coin is usually put into their show biz activities such as tv film or 
new line video productions. Sometimes the monies are even allotted for new 
manufacturing ventures. 


However, even here an independent motion picture entity must be care- 
ful. If such a corporation retains all but distribution and exhibition rights, 
its compensation from distribution and exhibition of the motion pictures 
constitutes rent within the meaning of the personal holding company pro- 
visions of the Code.“* Consequently, it would not constitute personal hold- 
ing company income so long as such rents represent 50 per cent or more 
of the total gross income of the corporation.” Obviously then, the outside 
income must be less than 50 per cent of the gross income of the corpora- 
tion and 30 per cent or more of the gain within the meaning of the col- 
lapsible corporation * to achieve maximum tax results. 


ANALYZING THE Co-PRODUCTION 


Clearly, then, the consequences of tax classification of the co-production 
in many ways go to the heart of its efficacy and it becomes essential to 
analyze it and determine whether it is a joint venture or partnership. 

Essentially, its mechanism is as follows. A corporation and B corpora- 
tion enter into an agreement, under which A corporation is to produce one 
or more pictures, and B corporation is to distribute them. B is to contribute 
the money in whole or in part and A corporation its services. Few will 
doubt that a corporation such as A corporation, in almost all instances, is 
not a dummy; corporate forms are meticulously observed for the inde- 
pendent producer corporation. One cannot quarrel with the result, there- 
fore, of Herbert v. Riddell.™ 

Since the Code permits a partner to deal with his partnership as though 
he were dealing with a third party,"® for tax purposes the joint venture 
(between A corporation and B corporation) engages A corporation as a 


7™ Revenue Ruling 54-284 (1954 Int. Rev. Buti. No. 29, at 4) held that the inde- 
pendent producer’s share from motion picture distribution does not constitute a use or 
right to use of corporate property where the 25 per cent rule would be applicable under 
section 502(f) (I.R.C. § 332(£) (1939) ), but that the same constitutes “rent” under sec- 
tion 502(g) (I.R.C. § 332(g) (1939) ). 

75 Ibid. 

76 Note 72 supra. 

77 Note 20 supra. 

78 T.R.C. § 707. 
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separate entity to produce a picture and B corporation as another separate 
entity to distribute the same. 

A second approach is to consider that this is strictly a joint venture 
between A corporation and B corporation, the former rendering services, 
the latter furnishing capital. 

A third method is to have A corporation and B corporation deal at arm’s 
length with each other and have the co-production purely a financing 
arrangement. 

A fourth possibility would be for the producer’s interest to be in the 
form of a co-ownership ; 7.e., a tenancy in common. 


TITLE AND CONTROL 


It must be emphasized that a mere recital in the agreement, placing the 
ownership of the copyright in the independent producer, does not in and 
of itself eliminate a theory of joint venture or joint ownership. In McClin- 
tic v. Sheldon™ defendant sued and recovered for infringement of his 
play by MGM. Plaintiff, 50 per cent owner of motion picture rights, 
claimed half of the recovery. The Court held that even though all right, 
title, and interest in the copyright had been reserved in the defendant, the 
exclusive right given to plaintiff to present the play was an equitable 
interest and the defendant was trustee of. the copyright for both.* 

In Eastman v. Axelbank *' A agreed to edit, cut, and title a motion pic- 
ture for B. Each was to receive $2,500 of the net profits, the excess to be 
divided in another manner, and B was to advance certain sums which were 
to be returned to him out of the profits. B breached the agreement. A sued 
for a dissolution of what he denominated a joint venture, appointment 
of a receiver, and an accounting and sale. The court agreed with the plain- 
tiff that there was, in fact, a joint venture, not merely a contract of employ- 
ment. 

Moreover, it is not necessary that the agreement be denominated a joint 
venture. An enterprise may be in the name of one of the co-adventurers.*®” 
Nor can the element of control be emphasized unduly. It was held that 
where a partnership agreed to pay an individual engineer on a per diem 
basis plus a percentage of the profits, profits and losses being shared, there 
was a joint venture. The Court pointed out that lack of control should not 


79 269 App. Div. 356, 55 N.Y.S.2d 879 (1st Dep’t 1945), aff'd, 295 N.Y. 682, 65 N.E.2d 
328 (1946). 

80 This notion is in accord with the rule enunciated in L. C. Page & Co. v. Fox Film 
Corporation, 83 F.2d 196 (2d Cir. 1936). 

81 246 App. Div. 842, 285 N.Y. Supp. 1 (2d Dep’t 1936) (per curiam). 

82 See Harold M. Levy, P-H T.C. Mem. Dec. { 45,211, where a business was in the name 
of the taxpayer, and it was held that his mother, who advanced funds for the business, was 
in joint venture with him. : 
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be stressed unduly ; it was unimportant in other forms of partnership such 
as the limited partnership. 

A California Court held that an apportionment of duties between a 
builder and a real estate partnership did not preclude the existence of a 
partnership or joint venture. The builder went bankrupt and his creditors 
then sued the partnership for his debts as a partner. In effect, the Court 
considered it a mutual agreement to work together as a partnership with 
a delegation of the builder’s duties.** The Court observed that even where 
the agreement is drawn in such form as to create a debtor-creditor relation, 
substance not form will be considered and said: “The fact that no complete 
control of any part of a partnership venture is vested in each partner does 
not negative the existence of a partnership, since, by agreement, one 
partner may be given the duty of management of the enterprise or any part 
thereof.” * 


PERSONAL ASSOCIATION AND THE NET Prorits INTEREST 

A co-production is essentially personal. A producing company is formed 
to use particular services in conjunction with a particular distributor. The 
contracts generally are personal and may not be assigned. The deal is 
entered into because the “package” presented by the independent for dis- 
tributor financing is what the latter wants. The agreement represents one 
of choice of associates: the personal selection of associates, delectus per- 
sonae, an essential element of partnership. As for the independent, the 
entity is formed by a particular star, writer, producer, or director in 
demand, or any combination of same.*® Moreover, the interest of each is 
in the net profits as profits. 

In Fred MacMurray, Columbia Pictures advanced “second money” 
which it was to recoup before profits plus a particular sum as compensation 
therefor. It might have urged that as a creditor it was receiving a return 
of its investment, plus a fixed sum as “interest,” plus a percentage of the 
net profits as its compensation for making the loan. However, it would 
appear that the loan was merely a separate transaction between a co- 
adventurer or partner with a separate entity, the joint venture or partner- 
ship. Certainly all obligation for repayment of the loan would be satisfied 


83 Harland Bartholomew, P-H T.C. Mem. Dec. § 51,293, on remand from 186 F.2d 315 
(8th Cir. 1951), since there was no specific finding that the individual engineer was not a 
partner (P-H T.C. Mem. Dec. J 50,090). On remand, the Tax Court found the partner- 
ship and individual engineer to be in joint venture. 

84 Constans v. Ross, 106 Cal. App.2d 381, 235 P.2d 113 (1951). 

85 Singleton v. Fuller, 118 Cal. App.2d 733, 741, 259 P.2d 687, 691 (1953). 

86 Writers Yield to Industry Trend, Forming Own Corporate Entities, Variety, Apr. 20, 
1955, p. 22, cols. 1 and 2: “.. . the smart writer is moving into the package field for if he 
has a great script he can collect anybody and go to United Artists for a deal.” 

87 21 T.C. 15 (1953). 
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if the principal sum of the loan were repaid plus the fixed sum provided 
for as bonus or interest in making the loan. 

Suppose no bonus is provided as a fixed sum to be paid in addition to 
repayment of the loan of “second money” by the distributor. It is possible 
then, though unlikely, for the distributor’s share of producer’s net profits 
to be the measure of compensation for making the loan. While the “second 
money” may precede the deferred items in priority in the recoupment of 
the investment, it is not a loan that would be an obligation to be repaid in 
any event by the independent producer, despite its being a lien on the 
picture. As in Fred MacMurray ® it is a form of investment. The bank 
put in 70 per cent of the cost of the picture; Columbia Pictures 15 per 
cent, representing the balance of the cash; and Mutual Productions, the 
independent company, 15 per cent, representing the balance of the budget, 
consisting of deferrals of salary of actor, director, and story. 

It is sumbitted that the 15 per cent contributed by Columbia Pictures 
and the 15 per cent put up by Mutual Productions constitute part of their 
respective investments in the joint venture, for which they agreed to share 
equally in the net profits, and Columbia Pictures’ interest is more in the 
nature of a prior charge upon recoupment rather than a loan. Thus, A and 
B may enter into a joint venture AB, A to advance $125,000, and B to 
furnish services valued at $125,000. A is to recover his investment before 
B receives compensation for services, and thereafter they are to share the 
net profits equally. Indeed, this is the common, if not classic, method of 
joint venture and partnership, whereby there is an association of capital 
and services on a personal basis. Furthermore, the contribution of the 
studio in services and facilities is not to be underestimated. True, there is 
a fixed charge for such contribution, but generally the same is deferred and 
may be considered as a similar prior charge to permit recoupment of 
investment by a co-adventurer. 


CoMMUNITY OF INTEREST 

Of most importance is the element of joint proprietary interest, an 
essential factor of a joint venture. The respective capital contributions of 
studio and independent are fused into a fund utilized for production of the 
motion picture. 

One can say that the studio’s proprietary interest is more real than 
apparent with respect to control. In Herbert v. Riddell ® the Court found 
that no executive of Columbia Pictures ever walked on the set during pro- 
duction. This was not necessary to Columbia Pictures’ exercising effective 


88 [bid. 
89 Note 20 supra. 
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joint control. The distributor’s supervision as co-adventurer is most im- 
portant at the inception of the venture. The package must be acceptable 
to the studio. Whether set forth in writing or not, the studio will examine 
script for content and render approval of actor and director before pro- 
ceeding. Indeed, a studio will participate in a particular co-production 
because it wishes to release a picture of a certain actor, producer, director, 
or writer. The agreements will contain provisions that the particular ingre- 
dients of the package desired are to go into the co-production. 

These factors, too, are indicia of the relative strength of the respective 
parties. A powerful independent will have much more freedom from con- 
trol. Conversely, there is less reason, or perhaps no reason, for a studio to 
interfere in a production directed, say, by John Huston. 


THE SIGNIFICANCE OF THE Co-PRODUCTION 


The significance of the co-production is that it represents a throwback to 
the commenda of the Middle Ages. Television has made tremendous in- 
roads upon theatrical motion pictures in the last seven years. Thousands of 
theaters have closed throughout the country because admission motion 
pictures could not compete with the newer medium of free visual enter- 
tainment. As a result, the chances of recoupment and profit from a motion 
picture production have become much more speculative. Unwilling to 
assume the risk of loss completely, the studios find a method of sharing 
risk of loss in exchange for a percentage of profits in co-production. The 
independent producers are willing to risk an amount equal to a portion of 
their former salary as star, director, producer, or writer by investing it in 
a co-production. 

The commenda, too, was a method of organization based upon the specu- 
lative nature of maritime trade in the Middle Ages. The unit for the 
venture was the voyage. A ship went out. A supplied the capital in whole 
or in part, and B contributed services in carrying the goods on the voyage 
and selling them, plus, perhaps, a part of the capital. After each voyage 
there was an accounting, whereupon the excess over capital was distributed 
as gain in an agreed manner. Essentially, the co-production is a joint 
venture, picture by picture. If an accounting is had after a series of pictures 
are made, it would still be a joint venture for a series of transactions. 


THE Co-PRODUCTION AND TENANCY IN COMMON 


Although there may be a tenancy in common with respect to acquisition 
of certain literary and artistic property, joint activity of a business nature 
thereafter may be sufficient to make tenants in common co-adventurers or 
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partners.” In Fred MacMurray,*' Columbia Pictures and Mutual Produc- 
tions, as purchasers, obtained the story Pardon My Past. As co-owners of 
the motion picture rights, they then proceeded into joint business activity 
to produce same. Whether Mutual Productions produced same as produc- 
tion agent and Columbia Pictures distributed same as distribution agent, 
both acting as independent entities, the result does not change. Sufficient 
business activity was done by both in preparation for production to war- 
rant labelling their activity as a partnership or joint venture even though 
actual production and distribution were not carried on strictly under the 
aegis of a partnership. The end result was delegation of authority, con- 
sonant with division of labor, where two separate functions were in- 
volved.*? 

This is not the type of situation where A acquires an investment and 
then later agrees with B to exchange one-half the profits for reimburse- 
ment of one-half the losses. Such transactions have been held not to be 
joint ventures.** In the co-production area the original investment of cap- 
ital and services is made at the inception by both independent and major 
studios. 


Tax LITIGATION AND Two PRESUMPTIONS 


How the nature of co-production will produce various tax issues cannot 
be predicted. The strategy of the Government and tax practitioners at any 
given time depends on which position is most advantageous at the par- 
ticular time in the particular litigation. If it is deemed wise by one side or 
another to allege that the co-production is a joint venture, it will be done. 

Suffice it to say, if the Government should take this position, it will have 
the benefit of two presumptions. “In essence, the Commissioner comes 
into the Tax Court with a presumption that his determination, as stated 


90 LinpLeEy, A TREATISE ON THE LAw oF PARTNERSHIP 35 (11th ed. 1950): “If each 
owner does nothing more than take his share of the gross returns obtained by the use of 
the common property, partnership is not the result. On the other hand, if the owners con- 
vert those returns into money, bring that money into a common stock, defray out of it the 
expenses of obtaining the returns, and then divide the net profits, partnership is created 
in the profits, if not also in the property which yields them.” 

9121 T.C. 15 (1953). 

92 See FROHLICH AND SCHWARTZ, THE LAw oF Motion Pictures § 62 (1918). 

93 EF. L. Connelly, 46 B.T.A. 222 (1942) ; Max Gross, 36 B.T.A. 759 (1937) ; William A. 
Barber, 4 TCM 104 (1945). In these cases the Courts have held that the taxpayer, agree- 
ing to take a share of profits for a share of losses in an investment already in being, is not 
in joint venture with the original investor. Therefore, when a loss arises, the taxpayer 
may not take a loss deduction until he has performed his obligation and made payment to 
the original investor. 
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in the deficiency notice, is correct.” ** Secondly, the taxpayer must contend 
with section 7(4) of the Uniform Partnership Act, which reads: ” 

(4). The receipt by a person of share of the profits of a business is prima 
facie evidence that he is a partner in the business, but no such inference shall 
be drawn if such profits were received in payment : 

(a) Asa debt by installment or otherwise, 

(b) As wages of an employee or rent to a landlord, 

(c) Asan annuity to a widow or representative of a deceased partner, 

(d) As interest on a loan, though the amount of payment vary with the 
profits of the business, 

(e) As the consideration for the sale of a good-will of a business or other 
property by installments or otherwise. 


At best, the interest of the studio in the co-production may be repayment 
of a debt or perhaps of interest on a loan, or both. But, as has been seen, 
it would appear that whatever the form in which the transaction is cast, it 
is in substance an investment. If this be so, then its share of the net profits 
would be prima facie evidence of joint venture. Actually, since the venture 
is entered into between two corporations, it would be considered a joint 
venture, since corporations may enter into joint venture but may not in 
some jurisdictions, such as New York, enter into partnership. In effect, 
therefore, the party alleging that the co-production is not a joint venture, 
will have to rebut this prima facie showing with facts sufficient to prove 
some other legal relationship. 


A Co-Propuction CONCLUSION 

In conclusion, it can be said that the co-production may be considered a 
joint venture. It is significant that joint venture may become the pre- 
dominant method of an entire industry for business organization of pro- 
duction. Like the commenda, it is not a loose form of organization so 
characteristic of so many modern joint ventures. On the contrary, the 
rights and liabilities and duties of the parties are carefully spelled out. 
Moreover, the method of draftsmanship follows certain standard forms 
of the trade. Litigation, tax and non-tax, in the coming years, probably 
will provide solutions to some of the vexatious legal problems arising out 
of this relationship. 

94 Lore, How To Win A Tax Case 111-112 (1955). 


957 Unirorm LAws Ann. 19 (1949); emphasis added. This Act is in force in New 
York and California. 
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Tax Crimes—Statute of Limitations— 
Tolling Provisos 


JIM R. CARRIGAN 


ae time limitations barring stale prosecutions for crimes were un- 
known to the common law, the sovereign could initiate criminal actions 
without regard to the lapse of time between the allegedly criminal conduct 
and the indictment.’ Therefore, statutes of limitations governing criminal 
prosecutions are in essence legislative restraints on the executive power to 
punish wrongdoers. In a broader sense such a statute represents a volun- 
tary restriction by the public on its own right to redress against individuals 
whose actions fall below the minimum standards declared by the criminal 
law. Because rules of statutory construction vary with the nature of the 
enactments to be construed, courts should recognize the distinction between 
criminal statutes of limitations and similar statutes outlawing untimely 
civil actions. 

Civil statutes of limitations are barriers erected by governments between 
presumably equal parties neither of whom freely surrenders to the other 
any right or power. They do not destroy rights but rather limit remedies, 
so that no litigant may take an unfair advantage by enforcing a long dor- 
mant right. Quite different in nature is a criminal statute of limitations by 
which the wronged party, the public, relinquishes its cause of action after 
a stated time and grants the malefactor complete immunity.” 

Here the State is the grantor, surrendering by act of grace its rights to prose- 
cute, and declaring the offense to be no longer the subject of prosecution. The 
statute is not a statute of process, to be scantily and grudgingly applied, but an 
amnesty, declaring that after a certain time oblivion shall be cast over the of- 
fense ; that the offender shall be at liberty to return to his country, and resume 
his immunities as a citizen; and that from henceforth he may cease to preserve 
the proofs of his innocence, for the proofs of his guilt are blotted out. Hence it 
is that statutes of limitations are to be liberally construed in favor of the de- 
fendant.... 


Purposes served by criminal statutes of limitations are several and di- 
verse. Most obvious, and probably most important, is their function of 
shielding the innocent from conviction long after witnesses and proofs 


Jim R. Carrican (Ph.B. and J.D., University of North Dakota) is a member of the 
North Dakota Bar and an instructor at New York University School of Law. 

1 WHARTON, CRIMINAL ProcepurE 414 (10th ed. 1918) ; Woop, Limitations 56 (4th ed. 
1916). 

2 WHARTON, op. cit. supra note 1, at 415. 
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necessary to their defense have disappeared. Even where evidence is neither 
lost nor destroyed, the erosive force of time undermines its reliability and 
weakens its persuasive power.* Public policy favors prompt enforcement 
of criminal sanctions to deny the lawbreaker even a temporary profit from 
his crime, and it is claimed that limitations statutes implement this policy 
by keeping law enforcement officers current in their work.* Furthermore, 
it is thought that they act as checks on prosecutors to prevent the waste of 
public funds on frivolous, capricious, or vexatious actions brought upon 
proof so timeworn as to render conviction unlikely.° 

From earliest times, the United States has consented to time limitations 
on its right to prosecute those who violate federal law, but since 1790 every 
statute of limitations of general application to federal crimes has contained 
a tolling provision excepting from the statutory protection persons “fleeing 
from justice.” ° The apparent rationale behind the tolling proviso was that 
one who fled the jurisdiction or concealed himself to hinder investigation 
or escape prosecution should not be entitled to the special amnesty granted 
by the limitations statutes. It should be noted that mere absence from the 
district * or even from the United States * did not constitute “fleeing from 
justice,” unless the absence was colored by an intention to avoid prosecu- 
tion.® In fact, one could be “fleeing from justice” while remaining within 
the federal district where his crime was committed, if he concealed himself 
there with the requisite mental design to avoid arrest.’° 

In 1884 the Treasury Department joined the Commissioner of Internal 
Revenue in asking that Congress enact a special statute of limitations to 
shorten the time allowed for prosecuting persons accused of tax crimes. 
Unquestionably, the main purpose of the requested legislation was to lib- 
eralize the law by broadening the protection granted those charged with 
revenue offenses. However, the Commissioner’s request was accompanied 
by a suggestion that the proposed statute should not run “in cases where 
the accused places himself beyond the jurisdiction of the court of the dis- 
trict where the offense was committed.”’ ™ 


8 Note, 102 U. Pa. L. Rev. 630, 632 (1954). 

4 WHarrTON, Op. cit. supra note 1, at 416. 

5 15 Cone. Rec. 5771 (June 30, 1884) ; 15 Conc. Rec. 3097 (Apr. 18, 1884). 

61 Srat. 112 (1790) : “Provided, that nothing herein contained shall extend to any per- 
son or persons fleeing from justice.” Cf. 18 U.S.C. § 3290 (1952). 

7 United States v. O’Brian, 27 Fed. Cas. No. 15,908, at 212 (D.Kan. 1873). 

8 United States v. Hewecker, 79 Fed. 59 (S.D.N.Y. 1896) (defendant confined in for- 
eign prison throughout limitation period) ; United States v. Brown, 24 Fed. Cas. No. 14,665, 
at 1263 (D.Mass. 1873) (defendant on high seas throughout limitation period). 

® See Streep v. United States, 160 U.S. 128, 133-34 (1895) ; see discussion at p. 151 infra. 

10 Ferebee v. United States, 295 Fed. 850 (4th Cir. 1924); United States v. O’Brian, 
supra note 7, at 213 (dictum). 

1115 Conc. Rec. 3097 (Apr. 18, 1884) ; Wolfram, Tolling the Statute of Limitations in 
a Criminal Tax Case, 28 Taxes 53 n. 11 (1950). 
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At that time, a federal trial court’s coercive power in criminal matters 
was limited by the boundaries of its judicial district,’* much as a state 
court’s jurisdiction is limited to the state where it sits. Since one who fled 
the federal district where his crime had been committed could thus effec- 
tively place himself beyond the immediate power of the only court where 
he could be tried constitutionally,’ it is not unreasonable to deduce that the 
recommended tolling proviso was intended to have the same scope as the 
traditional clause operative against one “fleeing from justice.” There is no 
indication in available records that the Treasury officials were dissatisfied 
with the traditional tolling clause or that they consciously intended to obtain 
a broader exception. Nor was there any logical reason for applying to the 
kind of tax crimes prevalent in 1884 a tolling proviso different from that 
applicable to other federal crimes. Indeed, the only offenses prominently 
mentioned in Congressional discussions of the 1884 law ** were liquor and 
tobacco tax violations, homely crimes closely akin to non-revenue crimes 
in methods of detection and proof. 

The 1884 bill as originally submitted by the House Committee would 
have excepted from the statutory protection only persons “beyond the 
reach of legal process.” ” The effect of the recommended tolling provi- 
sion, according to the Committee member in charge of the bill, was “not 
to let the statute of limitations run where the party flees beyond the juris- 
diction of the court. .. .”’*® From that statement and the fact that the bill 
passed the House with the recommended tolling proviso intact, it is ap- 
parent that that body intended no substantive deviation from the estab- 
lished federal rule tolling limitations against persons “fleeing from justice.” 

For some reason not evident in available records, the Senate Committee 
rephrased the tolling clause to suspend the statute whenever the prospective 
defendant was “absent from the district” ** 
mitted, and in that form the proviso became law.*® Clearly, the literal mean- 


where the crime was com- 


ing of “absent from the district” was not synonymous with the judicial 
definition of “fleeing from justice” as a status requiring not only an act 
of flight or concealment but also an intent.** Yet the Senate debates on the 
bill indicate complete unawareness that the law’s substance was being 
changed by adopting the language “absent from the district.”’ In fact, the 


12 Weinberg v. United States, 126 F.2d 1004 (2d Cir. 1942); Mitchell v. Dexter, 244 
Fed. 926 (1st Cir. 1917). But cf. Fev. R. Crim. P. 4(c) (2), 40. 

13 Trial must be by a jury of the district where the crime was committed. U.S. Const. 
amend. VI. 

14 15 Conc. Rec. 5770 (June 30, 1884) ; 15 Cone. Rec. 3097 (Apr. 18, 1884). 

15 15 Cone. Rec. 3097 (Apr. 18, 1884). 

16 bid. 

1715 Cone. Rec. 5770 (June 30, 1884). 

18 23 Stat. 122 (1884). 
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only change emphasized on the floor of either House was the liberalizing 
change which shortened the time period.”® 

It has been suggested that in rephrasing the 1884 bill the Senate com- 
mittee borrowed the clause “absent from the district’? from similar 
language in state statutes of limitations governing civil actions. Those 
statutes commonly contained provisos suspending their operation when a 
prospective defendant was absent or absenting himself from the state.?° 
Since in personam actions ordinarily could not be commenced so as to stop 
the statute’s running without procuring personal service on the defendant 
within the state, such tolling provisions were necessary to prevent evasion 
of liability by leaving the state for the limitation period. However, most 
states did not enforce the tolling provisions where, notwithstanding the 
defendant’s absence from the state, the plaintiff could commence action 
through some form of substituted service.”* 

The prospective defendant’s absence from the jurisdiction was a far 
more serious obstruction where the contemplated action was an im per- 
sonam civil suit than where it was a criminal prosecution. Procurement of 
an indictment or information, not service upon the defendant, halts the 
criminal statute of limitations.” Although a defendant may not be tried 
in absentia for a federal crime,”* there is no requirement that he be present 
in the district when indicted, and therefore the criminal statute of limita- 
tions may be tolled by indictment without regard to the defendant’s ab- 
sence from the district. That few states employed in their criminal limi- 
tations the same tolling language used in their civil statutes indicates 
general recognition of this fundamental distinction.** If in fact the 1884 
Senate borrowed its tolling proviso from state statutes limiting civil 
actions, the distinction must have been overlooked. 

From 1884 until 1954 the statute of limitations governing federal tax 
crimes retained the clause rendering it inactive during time periods when 
a prospective accused was “absent from the district” where his crime 
allegedly had been committed.” The bare words seemed plain enough and 
received no judicial interpretation for the first fifty years of their existence, 
but the following twenty years produced quite a different judicial history. 
From 1935 through 1954 six federal district courts in eight cases struggled 
to define the disarmingly simple phrase “absent from the district.” The 
resultant conflict of judicial construction and the consequent inequality 


19 See note 14 supra. 

20 See United States v. Beard, 118 F.Supp. 297, 302 (D.Md. 1954). 

21 See, e.g., Scorza v. Deaterage, 208 F.2d 660 (8th Cir. 1954) ; 119 A.L.R. 859 (1939) ; 
94 A.L.R. 485 (1935). 

22 WHARTON, Op. cit. supra note 1, at 421. 

23 Lewis v. United States, 146 U.S. 370 (1892). 

24 See note 20 supra. 

25 F.g., ILR.C. § 3748(a) (1939) ; cf. 23 Strat. 122 (1884). 
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in application of this important statute roused Congress to substitute a new 
tolling proviso in the Internal Revenue Code of 1954.7 However, the 
former clause continues to rule many cases involving crimes completed 
prior to enactment of the new Code, and therefore its previous judicial 
interpretation retains vital significance in cases yet to be decided or 
appealed. 

Without great difficulty, the courts either assumed or determined that 
the “district” intended in the phrase “absent from the district” was not 
the internal revenue district but the federal judicial district where the 
crime was committed.** Defining “absent” was the really knotty problem. 
Of course, “absent” could be strictly interpreted to mean not physically 
present. Alternatively, its connotation might be broadened through his- 
torical interpretation to include some element of design to employ physical 
absence from the district as a delaying tactic intended to handicap investi- 
gators or prosecutors. Furthermore, the courts would have to decide 
whether one was “absent” when he left the confines of the district for 
brief sojourns such as week-end pleasure trips or mid-week business trips. 

In the first real expenditure of judicial thought upon the subject, the 
District Court of New Jersey established a precedent which later would 
distinguish it as the liberal minority of one. United States v. Mathis ** 
dealt with an indictment filed six years and 166 days after the date when 
the allegedly false return had been filed. The defendant was a resident 
of the New Jersey judicial district, and normally the six-year statute of 
limitations would have barred his prosecution. However, during the six- 
year period he had ventured outside New Jersey on numerous brief 
pleasure and business trips and had thus accumulated short absences from 
the district totaling 189 days. The Government argued that the 189-day 
aggregate constituted time when the defendant had been “absent from the 
district” and therefore should be deducted from the six years and 166 
days which had expired between the crime and the indictment. Govern- 
ment counsel urged the Court to construe “absent” in the strict sense of 
“being away from a place, withdrawn from a place; not present.” *° 

Rejecting that narrow, literal construction, the Court observed that 
since the word appeared in a relief statute it should be interpreted in a 
manner beneficial to the defendant, if possible. From the statute’s history 
it was deduced that the tolling clause had not been intended to apply 
against a regular resident of the judicial district, who maintained a perma- 
nent abode there but occasionally left its confines temporarily on ordinary 


26 T.R.C. § 6531 (1954). 

27 United States v. Beard, 118 F.Supp. 297 (D.Md. 1954) ; United States v. Satz, 109 
F.Supp. 94 (N.D.N.Y. 1952) (point assumed by parties and Court). 

28 28 F.Supp. 582 (D.N.J. 1939). 

29 Td. at 584. 
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business or pleasure trips. The test laid down was that, “the absences must 
be such as interfere in some manner with the orderly methods of finding 
an indictment, or which constitute an interference with the execution of 
process.” *° Since no such interference had been proved by the prosecution, 
the barred count of the indictment was quashed. 

Just when the Mathis case was serving as a vehicle for the liberal, his- 
torical interpretation of the statute in New Jersey, the Southern District 
Court of New York reached an opposite result by applying a rigid, literal 
construction in a similar fact-situation. In the Frankel case*’ the latter 
Court held that sporadic pleasure trips outside the district constituted 
absences which tolled the statute. Both reasons stated to bolster the Frankel 
holding were negative. First, it was feared that tax criminals would 
escape prosecution by pretending their absences were for recreation; 
and second, it was thought that limiting “absent”’ to situations where the 
defendant has absented himself to escape punishment would necessitate 
litigating in each case his motive or purpose in leaving the district. 

As if to provide an opportunity for extending the area of conflict be- 
tween the Southern District Court of New York and the District Court 
of New Jersey, the next two cases presented another facet of the problem 
to both courts in similar fact settings. The opportunity was seized and the 
confusion further confounded by opposite holdings in both cases involving 
residence outside the United States during the entire limitation period. 

In the New York Court the Patenotre case * dealt with an indictment 
returned in 1948, about seventeen years after the allegedly false return 
had been filed on June 15, 1931. Before filing the return, Mrs. Patenotre, 
the main defendant, had left her home in the Southern District of New 
York to take up residence in France, where she remained until 1946. Mrs. 
Patenotre’s co-defendant son had resided in France until 1946 and prior 
to that time had visited the United States only on rare occasions. Plainly, 
if “absent” meant merely the opposite of “present,” the statute could not 
have commenced running in favor of the main defendant until she re- 
turned to the United States in 1946. On the other hand, if “‘absent”’ implied 
that the taxpayer’s exit from the district must have been motivated by a 
desire to evade prosecution, the Government’s burden would have been 
especially heavy, for the taxpayer had absented herself from the district 
before the crime was committed. If “absent” was to be equated with 
“beyond the reach of legal process” without regard to intent or motive, 
taxpayers residing in foreign countries would be denied any protection 


“ee 


from the statute of limitations. 


380 Jd. at 585. 
31 United States v. Frankel, 39-2 U.S.T.C. { 9714 (S.D.N.Y. 1939). 
82 United States v. Patenotre, 81 F.Supp. 1000 (S.D.N.Y. 1948). 
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The Court held that the limitation had been suspended throughout the 
period when the defendants had been physically outside the district. How- 
ever, the opinion intimated that a different rule might be justified “in the 
case of a defendant who is away from the district sporadically, and then 
for only short periods of time . . .,” ** thus raising doubt whether the 
Frankel holding would be followed in the district of its origin.** Whether 
defendants in positions similar to that of the Patenotres should be forced 
to trial for tax crimes allegedly committed seventeen years earlier was 
left to administrative discretion in the Southern District of New York. 

Not so in the District of New Jersey. There the Eliopoulos case ** pre- 
sented the similar situation of three alien non-residents indicted eleven 
years after they allegedly violated revenue laws by evading a tax on 
importation of morphine into the United States. It was stipulated that 
the defendants were residents of Greece and had not been within the 
territorial limits of the United States either when the crime was com- 
mitted or at any time thereafter until about the time they were indicted. 
The Court held that they had not been “absent from the district” and 
therefore the indictment was barred by the eleven-year time lapse. Per- 
haps the decision is explicable as a hardship case. Certainly it cannot be 
reconciled easily either with the tolling provision’s wording or with its 
purpose of providing extra time where a defendant makes himself inac- 
cessible to normal criminal process during part of the time period. The 
only expressed rationale was that,*® 

. . . Statutes of limitation are founded upon the liberal theory that prosecu- 
tions should not be allowed to ferment endlessly in the files of the government 


to explode only after witnesses and proofs necessary to the protection of the 
accused have by sheer lapse of time passed beyond availability. . . . 


The year 1952 produced a pair of cases involving defendants who had 
changed their respective residences within the United States after filing 
false returns. Since the criminal process of a federal district court is no 
longer limited to its district, as in 1884, but runs throughout the jurisdic- 
tion of the United States,*’ a taxpayer’s unconcealed change of residence 
from one district to another within the country should not seriously ob- 
struct justice. The supposed jurisdictional reason for the rule is dead, but 


33 Jd. at 1003. 

34 The doubt was dispelled when the Frankel case was followed in United States v. 
Hershenson, 131 F.Supp. 782 (S.D.N.Y. 1955). See p. 154 infra. 

35 United States v. Eliopoulos, 45 F.Supp. 777 (D.N.J. 1942). 

36 Jd. at 781. 

37 A warrant may be executed or a summons served anywhere within the jurisdiction of 
the United States. Fep. R. Crim. P. 4(c) (2). Furthermore a defendant may be removed 
from the district where found for trial where the offense was committed. Jd. at 40. 
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the rule that stopped the statute of limitations when the prospective de- 
fendant left the district remains alive. 

In United States v. Satz ** the allegedly false return had been filed on 
January 29, 1946, in the Albany collection office, which lies in the North- 
ern District of New York. At the time of filing the defendant was a resi- 
dent of the Southern District of New York, but twenty-two months later 
he moved to California. There was no evidence that his change of residence 
was motivated by any desire to impede investigation or that his living out- 
side the Northern District of New York had actually handicapped the 
Government. During the crucial six years the taxpayer had entered the 
judicial district where the return was filed only incidentally when travel- 
ling through it. The indictment was held not barred, although it was 
brought six years and one month after the return had been filed, or one 
month after the limitation normally would have expired. Declining to 
“legislate under the guise of construction,” ** the Court intimated that a 
word as plain and unambiguous as “absent’’ should be literally interpreted 
even where the result is palpable injustice. If the statute created a class of 
taxpayers entirely unprotected by any statute of limitations while fully 
amenable to criminal process, that discriminatory feature, asserted the 
Court, should be eliminated by Congress. The Satz reasoning was rigor- 
ously applied in a similar case decided in the District of Delaware about 
six months later.*° 

Strict literal adherence to the tolling clause produced its most absurd 
results in cases where throughout the limitation period the taxpayer had 
remained a resident of the revenue district where the crime was committed 
but had seldom if ever been within the crucial judicial district. Here seem- 
ingly unrelated rules and circumstances combined to cause extreme dis- 
crimination in application of the law. It was early decided that the most 
common major tax crime—attempted evasion by filing a false return— 
is committed at the internal revenue collection office where the taxpayer 
is required to file his return.’ In normal situations involving taxpayers 
permanently resident in a single revenue collection district, this form of 


88 109 F.Supp. 94 (N.D.N.Y. 1952). 

39 Jd. at 96. 

40 United States v. Udell, 109 F.Supp. 96, 98 (D.Del. 1952) (indictment nine years after 
false return filed held not barred where defendant had left Delaware district when statute 
had over a year still to run) : “This result may be all the more quixotic since the process 
of the federal government reaches everywhere throughout the land. The defendant here 
could have been indicted in the district where the return was filed and arrested anywhere.” 

41 Wampler v. Snyder, 66 F.2d 195 (D.C. Cir. 1933) (crime committed at Baltimore 
Collector’s office although return was mailed there from Washington, D. C.); cf. Hol- 
brook v. United States, 216 F.2d 238 (5th Cir. 1954) (venue proper where return was filed 
although it was completed and mailed elsewhere). See I.R.C. § 6091(b) (1)-(2) (1954) 
which directs where returns must be filed. 
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the problem would not have arisen had every collection district been 
co-terminous with a federal judicial district. However, there are about 
100 federal judicial districts, and prior to the 1954 Code the President 
was authorized to designate no more than 65 collection districts.** Obvi- 
ously, some tax collection districts embrace territory included in more than 
one judicial district. Thus it is possible for a taxpayer to be physically 
present in the collection district where his return was filed, yet simultane- 
ously not present in the federal judicial district where it was filed. By living 
within the collection district but in a judicial district other than that 
where the Director’s office was located, a taxpayer might be continuously 
“absent from the district” where his returns were filed. 

For example, the internal revenue district headquartered at Baltimore 
includes both the Maryland judicial district and the District of Columbia 
judicial district. A resident of the District of Columbia judicial district, 
while administratively permitted to file at a branch office in Washington, 
technically is required to file at Baltimore in the Maryland judicial district. 
If the return is false, the crime is committed in the Maryland judicial 
district, even though the return may have been mailed from the taxpayer’s 
residence in the District of Columbia * or filed in a branch collection office 
there.** Hence the crime may be committed in a judicial district which the 
taxpayer has never so much as visited.* 

It has been estimated that residents of about one-third of the nation’s 
counties do not live in the respective federal judicial districts where they 
are required to file their income tax returns.*® Because almost every tax- 
payer resides in the collection district where he files, this worst discrimi- 
natory effect of the tolling proviso could have been averted by holding 
that “absent from the district” referred to the collection district rather 
than the judicial district where the crime was committed. However, the 
courts concluded that the 1884 Congress had referred to the judicial 
district,*" thus laying the groundwork to deprive a large share of the 
nation’s taxpayers of any protection from the statute of limitations, if 
literally interpreted. 


42 T.R.C. § 3650(b) (1939). But see I.R.C. § 7621(a) (1954) which does not limit the 
permissible number of districts. 

43 Wampler v. Snyder, supra note 41. 

44 Bowles v. United States, 73 F.2d 772 (4th Cir. 1934). 

45 See, e.g., United States v. Patenotre, supra note 32 (secondary defendant lived in 
France until seventeen years after crime was committed) ; United States v. Eliopoulos, 
supra note 35 (two defendants had never been in the United States at time crime was 
committed). 

46 Wolfram, Tolling the Statute of Limitations in a Criminal Tax Case: A Supplement, 
28 Taxes 609, 610 (1950). 

47 See note 27 supra. 
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Literally interpreted it was. The earliest case to construe the tolling 
proviso squarely presented the question whether a taxpayer could be 
“absent” from a district where he had no duty to be present and seldom 
if ever had been present. That initial construction came in United States 
v. Anthracite Brewing Co.,*8 where several taxpayers had been indicted 
more than six years after filing an allegedly false return. In support of 
a motion to quash their indictment as barred by limitations, the defendants 
alleged that throughout the statutory period they had resided at a place 
within their collection district but outside the judicial district where the 
Collector’s office was located and the crime allegedly had been committed. 
It was held that the motion was fatally defective on its face. The Court 
in an opinion devoid of expressed awareness that the tolling provision 
might be susceptible of other interpretation, stiffly applied what it read 
as plain, unambiguous language and found that the defendants had been 
“absent from the district” and the statute had not run. No discussion of 
the statute’s history or purpose appeared. 

The Anthracite Brewing Co. precedent remained unchallenged from the 
time of its decision in 1935, until 1954. Then, as if to point up the inequi- 
ties of the former tolling proviso for the draftsmen of the new Code, the 
Beard case,*® decided January 26, 1954, demonstrated that prosecutors 
would continue seeking full advantage from the proviso even in these 
most extreme circumstances. The Beard indictment charged that on Janu- 
ary 15, 1946 the defendant had filed a false return at Baltimore in the 
Maryland judicial district. Exactly six years and fourteen days later came 
the indictment. Normally, the six-year statute would have barred prosecu- 
tion, but the defendant had been a resident of Washington, D. C., through- 
out that period. Although within the Baltimore collection district, Wash- 
ington was, of course, not within the Maryland judicial district. The 
Government contended that Beard had been “absent” from the judicial 
district where the crime was committed throughout the six-year period 
and therefore the statute had not run. 

In a lucid and well-reasoned opinion the Court rejected the over- 
simplified, literal interpretation urged by the Government. Rather, it 
delved deep into the statute’s history and concluded that the tolling pro- 
vision should be restricted to cases where the defendant “absents himself” 
from his usual abode in circumstances indicating an attempt to place 
himself beyond the jurisdiction of the district where the offense was 
committed. Since there was no evidence that the instant defendant had 
ever been a fugitive from justice or that his technical absence from the 
Maryland judicial district had limited the Government in investigating 


48 11 F.Supp. 1019 (M.D. Pa. 1935). 
49 United States v. Beard, supra note 27. 
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or prosecuting him, the indictment was held barred. An important con- 
sideration in the case was that to decide otherwise would in effect deprive 
residents of the District of Columbia of any protection from the limita- 
tion statute. That manifestly absurd result was avoided by reasoning that 
one who had never resided in a district could no more be absent from that 
district than could a child never enrolled in a certain school be marked 
absent from that school. Such logic may be plausible enough when con- 
fined to facts similar to those before the Court in Beard, but it will meet 
serious opposition upon any attempt to extend it to cover persons never 
in the United States, as in the Eliopoulos case. 

The 1954 Code has eliminated the troublesome phrase “absent from the 
district” from the tolling provision of the statute of limitations governing 
tax crimes. In its stead has been enacted a dual tolling proviso in the 
following words : *° 

... The time during which the person committing any of the various offenses 
arising under the internal revenue laws is outside the United States or is a fugi- 
tive from justice within the meaning of section 3290 of Title 18 of the United 


States Code, shall not be taken as any part of the time limited by law for the 
commencement of such proceedings. . . . 


A literal reading indicates that two alternative tolling provisions have been 
combined in the quoted sentence. One refers to a geographical location, 
the other to a status. Thus, the bare language seems to indicate that mere 
non-presence within the territorial limits of the United States will sus- 
pend the statute’s running, without regard to the absentee’s reason for 
being outside the country or the duration of his absence. Conversely, the 
statute plainly states that one may toll the limitation while remaining inside 
the United States, if he becomes a fugitive from justice. 

Since in both the Patenotre and Eliopoulos cases the defendants had 
been physically “outside the United States” during the ordinary limitation 
period, the conflict in their results retains importance under the new statute. 
A court which could hold that persons who were in Greece were not “absent 
from the district” of New Jersey, could hold a fortiori that they were not 
“outside the United States.’”’ Indeed, there is language in the Conference 
Committee Report on the 1954 amendment *? which indicates that Con- 
gress may have equated “outside of” with “absent from.” 


50 T.R.C. § 6531 (1954). 

51 H.R. Rep. No. 2543, 83d Cong., 2d Sess. 80 (1954) : “... [S]ection 6531 of the House 
bill . . . provides that the period of limitations on criminal prosecution shall be suspended 
during the period of time the taxpayer is outside the territorial limits of the United 
States (instead of outside the judicial district where the offense was committed)... .” 
(emphasis added). Accord, S. Rep. No. 1622, 83d Cong., 2d Sess. 588 (1954): “Under 
existing law the period of limitations is suspended during the period the taxpayer is outside 
of the judicial district in which the offense was committed.” (emphasis added). 
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It is to be hoped that the simple phrase “outside the United States” will 
not be found to contain latent ambiguities such as disturbed the judicial his- 
tory of the equally simple “absent from the district.’”” However, the Tax 
Court has held that the similarly plain phrase, “outside the States of the 
Union and the District of Columbia,” meant something quite beyond mere 
physical absence from the specified political subdivisions. The last quoted 
phrase is the statutory standard for determining whether a taxpayer is to be 
allowed 150 instead of the usual 90 days after a deficiency notice is mailed 
to file his petition in the Tax Court.®? In Julian Chaqueneau ™ it was held 
that a taxpayer who was on a six-months business trip in South America 
at the time a notice of deficiency was mailed to him was not entitled to 150 
days to file in the Tax Court. According to the Tax Court majority, mere 
temporary absence from the country, even for several months, should not 
qualify a taxpayer for the special treatment granted a person “outside” the 
United States proper. Rather, it was concluded that one is not “outside the 
States of the Union and the District of Columbia” unless he is located 
elsewhere on some settled business or residential basis of a more permanent 
nature. In support of its holding, the Court exhaustively discussed the stat- 
ute’s history and its immediate purpose to alleviate hardships caused non- 
resident taxpayers by war-time delays in mail delivery. 

The Tax Court view has not gone unchallenged. The Court of Appeals 
for the Second Circuit expressed quite the opposite view in the Mindell 
case ** where the taxpayer, after being indicted for tax evasion, had 
jumped bail and fled from his New York home to Mexico. There he had 
established a family abode, obtained regular employment, and enrolled his 
children in school. After he had been in Mexico for about three months, 
the Commissioner sent a deficiency notice to his last known address in New 
York. More than 90 days but less than 150 days after the deficiency letter 
was mailed, a petition for redetermination was filed to contest the civil lia- 
bility. The Tax Court, without opinion, dismissed it for lack of jurisdic- 
tion. In reversing, the Second Circuit Court declared that nothing in the 
statute’s language or legislative history suggested a Congressional intent 
to differentiate between persons temporarily absent from the United States 
and those regularly residing abroad. The appellate court baldly declared, 
“We think the fact of ‘residence’ abroad irrelevant,” © but the strict hold- 
ing of the case cannot be as broad as that statement, because the taxpayer 
had in fact taken up foreign residence and thus satisfied even the test of 
permanence previously laid down by the Tax Court. However, for pur- 


52T.R.C. § 6213(a) (1954). This provision originated in the Revenue Act of 1942, Sec. 
168, 56 Strat. 798, 876. 

53 13 T.C. 747 (1949). 

54 Mindell v. Comm’r, 200 F.2d 38 (2d Cir. 1952). 

55 Jd. at 39. 
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poses of this civil statute taxpayers will continue to argue that every tem- 
porary absence renders one a person “outside” the United States. 

But for purposes of the new tolling proviso in the criminal limitations 
statute, taxpayers will contend that the definition of ‘“‘outside the United 
States” should be diluted with some mental element of purpose to remain 
away for a considerable time or to escape punishment. The argument is not 
untenable. If adopted, it would preclude tolling the statute during brief, 
sporadic absences on ordinary business or pleasure trips. Unless it can be 
shown that these infrequent excursions actually have delayed or hindered 
prosecution, or were intended to do so, there is no logical reason why they 
should be counted in calculating time during which the statute is tolled. 
This approach would accord with the general purpose of the tolling pro- 
viso to compensate the Government for time lost due to a suspect’s unavail- 
ability. 

On the other hand, simplicity of administration would dictate that “out- 
side the United States” be interpreted as meaning nothing more than it 
seems to say. If the statute were tolled each time the defendant leaves the 
geographical confines of the United States, even for a day, complicated 
issues of intent, motive, or purpose could not arise to confuse the fact- 
finder. It is plausible to argue that the Government would be unfairly bur- 
dened if required to prove, besides mere physical non-presence in the 
United States, some subjective, mental element. Yet whenever the Govern- 
ment depends upon the tolling proviso applicable to non-tax crimes, it must 
prove intent or purpose to establish that a defendant was “fleeing from jus- 
tice.” °° Why the prosecution’s burden should be lighter for tax crimes than 
for non-tax crimes remains unanswered. Moreover, the proof of intent 
here as elsewhere is circumstantial, and if the Government can show that an 
absence actually obstructed its normal operations, it would not be unfair to 
shift to the defendant the burden of going forward to explain or justify his 
absence. 

Of course, the strongest argument against introducing any mental ele- 
ment into the meaning of “outside the United States” is the statute itself. 
There is no need for the phrase “outside the United States” in the tolling 
clause unless it covers persons not fleeing from justice, for the new proviso 
tolls the statute against a fugitive from justice whether within or without 
the United States. Nevertheless, the language “outside the United States” 
is a historical hangover from “absent from the district,” which in turn 
seems attributable to a misdirected attempt at duplicating “fleeing from 
justice.” 

It is possible that even the geographical definition of ‘outside the United 


56 Streep v. United States, 160 U.S. 128 (1895); United States v. Hewecker, supra 
note 8. . 
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States” may produce difficulties. The fact that Congress in one section of 
the Code used the general expression “outside the United States” and in 
another section employed the more specific formula “outside the States of 
the Union and the District of Columbia” ™ could encourage the claim that 
the former phrase used “the United States” in the broadest sense. Thus, it 
could be argued that one who resides in Alaska, Hawaii, or the Virgin 
Islands is not “outside the United States.” If Congress had intended that 
the statute be tolled during the time a taxpayer spends in territories or 
insular possessions of the United States, that intent could have been clearly 
expressed by the phrase “outside the States of the Union and the District 
of Columbia” which appears elsewhere in the same law. Furthermore, the 
rationale of the tolling provision would best be served by defining “United 
States” to be co-extensive with the area within reach of criminal process. 
Today a tax evader may be arrested and returned to justice from any place 
where the United States exercises extra-territorial jurisdiction. 

A pithy reference in the House Committee Report raises an immediate 
obstacle to adoption of any broad geographical definition of “the United 
States” as used in the new tolling proviso. Discussing the tolling clause, 
the House Report stated, “This provision applies where the taxpayer is 
outside the United States as distinguished from the case where the tax- 
payer is outside the jurisdiction of the United States.” °° However, the 
Conference Committee Report injected doubt by asserting that the statute 
is to be suspended “during the period of time the taxpayer is outside the 
territorial limits of the United States. . . .” © If Congress intended a re- 
strictive application of the relief accorded taxpayers by the new rule, that 
intent could easily have been expressed with utmost clarity in the statute 
itself by the phrase “outside the States of the Union and the District of 
Columbia.” In absence of clear statutory language, the courts should be 
at liberty to give full force to the rationale exemplified in the Beard opinion, 
that the statute should continue to run so long as a prospecti:e defendant 
remains within the reach of federal prosecutors. Relief provisions should 
be construed to provide the fullest measure of relief consistent with their 
language. 

The second aspect of the new Code’s dual tolling provision suspends 
operation of the statute of limitations in favor of any prospective defend- 
ant who is a “fugitive from justice within the meaning of section 3290” * 
of the Criminal Code. Little meaning is added by the bare command of the 
cited section that “No statute of limitations shall extend to any person flee- 


57 T.R.C. § 6213 (1954). 

58 Fep. R. Crim. P. 4(c) (2). 

59 H.R. Rep. No. 1337, 83d Cong., 2d Sess. A416 (1954) ; emphasis added. 
60 H.R. Rep. No. 2543, 83d Cong., 2d Sess. 80 (1954). 

61 T.R.C. § 6531 (1954). 
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ing from justice.” * By incorporating into the tolling proviso the “mean- 
ing of section 3290,” Congress must have intended to adopt for future tax 
crimes cases the definition of “fleeing from justice” developed by the courts 
during the latter phrase’s 165-year service in the general statute of limita- 
tions governing federal crimes. Thus, past judicial constructions will be 
the sign-posts for future tax cases. 

“The essential characteristic of fleeing from justice is leaving one’s resi- 
dence or usual place of abode or resort, or concealing one’s self, with the 
intent to avoid punishment.” * It is not necessary that the flight begin 
after an indictment has been brought. Rather a mere intent to escape an 
anticipated prosecution is sufficient.* Indispensable is the element of in- 
tent, and thus the withdrawal or concealment must be voluntary. How- 
ever, one who leaves the situs of his crime voluntarily with the requisite 
intent cannot later successfully contend that his absence was prolonged 
against his will and therefore the statute should have commenced running 
again when he would have returned had he been free to do so. The char- 
acter of his original flight sufficiently colors the entire absence to render 
the defendant a “fugitive from justice” throughout. 

It has been held by the Supreme Court that a purpose of evading the 
criminal process of a state, as distinguished from that of the United States, 
will furnish the mental element requisite to the status “fugitive from jus- 
tice.” * On the same reasoning it would seem that a change of residence 
or habits to escape an indictment for evading the taxes of one year would 
toll the statute governing indictment for a later evasion committed in a 
different judicial district.°* Where, as in common tax offenses, a crime may 
be committed in a judicial district where the defendant has never been 
physically present, he may nevertheless be a fugitive from the justice of 
that district.* On the other hand, since flight or concealment combined 
with intent to avoid prosecution constitute the status, there is no reason 
why one may not be a “fugitive from justice” while remaining within the 
district where the crime was perpetrated.” From this brief summary of 
case law, it is apparent that the proviso tolling the statute against one flee- 
ing from justice is capable of operating in situations quite different from 


62 18 U.S.C. § 3290 (1952). 

63 Brouse v. United States, 68 F.2d 294, 295 (1st Cir. 1933). 

64 Streep v. United States, supra note 56. 

65 United States v. Hewecker, supra note 8 (statute not tolled where defendant was 
confined in foreign prison throughout the limitation period). 

66 McGowen v. United States, 105 F.2d 791 (D.C. Cir. 1939). 

87 See note 56 supra. 

68 Cf, King v. United States, 144 F.2d 729 (8th Cir. 1944). 

69 Cf. Brouse v. United States, 68 F.2d 294 (1st Cir. 1933) (use of mails to defraud 
committed by mailing letters into Massachusetts from outside that state). 

70 Ferebee v. United States, supra note 10. : 
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those where the statute will be tolled while the taxpayer is “outside the 
United States.” If the latter phrase is literally interpreted, the intent, pur- 
pose, or motive of one absenting himself from the country will count for 
nothing. Yet those mental elements are crucial in determining whether one 
is a “fugitive from justice.” 

Certain courts” and writers ‘ have failed to distinguish cases dealing 
with the status of a fugitive from justice under the Constitution’s inter- 
state rendition clause * from cases dealing with the similar, but not identi- 
cal, status of one “fleeing from justice” within the intendment of the tradi- 
tional federal tolling clause. Confusion of the two provisions is a pitfall 
carefully to be avoided, for they have quite distinct purposes and each de- 
fines a different status. For instance, to be a fugitive from justice under the 
rendition clause, the party charged must have been actually present in the 
demanding state when the alleged crime was committed ; * but under the 
tolling clause one need not be present in the district where the crime is com- 
mitted at the time of its commission.” Again, the rendition clause by its 
very nature requires that the suspect shall have left the demanding state 
and be found in another state,"* whereas one can be fleeing from justice 
under the tolling proviso without ever leaving the district where the crime 
occurred.”* Most important, the defendant’s intent or purpose in leaving 
the state is irrelevant under the rendition provision,” but is an indispens- 
able ingredient of the status under the tolling proviso.” It is error for 
courts construing the tolling clause to dispense with the requirement of 
intent upon authority of precedents involving the rendition clause.® 

By a complex parenthetical sentence, twice complicated with “except” 
clauses, Congress has decreed that the new tolling provision is to apply to 
certain designated tax crimes committed under the old Code. Rearranged 
slightly for clarity of discussion, the clause granting retroactive relief, 





71 E.g., King v. United States, supra note 68; McGowen v. United States, supra note 66. 

72 E.g., House, & WaALSER, DEFENDING AND PROSECUTING FEDERAL CRIMINAL CASES 
428 (2d ed. 1946). 

738 U.S. Const. art. IV, § 2, cl. 2. 

74 Hyatt v. Corkran, 188 U.S. 691, 712-13 (1903) ; Richards v. Matthews, 207 F.2d 227 
(D.C. Cir. 1953). 

75 See note 69 supra. 

76 Roberts v. Reilly, 116 U.S. 80, 97 (1885). 

77 See note 10 supra. 

78 Appleyard v. Massachusetts, 203 U.S. 222, 227 (1906); Roberts v. Reilly, supra 
note 76. 

79 Streep v. United States, supra note 56, at 133 (1895) ; Brouse v. United States, supra 
note 63; Greene v. United States, 154 Fed. 401, 410 (5th Cir. 1907), cert. denied, 207 U.S. 
596 (1907). See Ferebee v. United States, note 10 supra, at 851. 

80 See Porter v. United States, 91 Fed. 494 (5th Cir. 1898), for an interesting example 
of how important the distinction can be. 
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which immediately follows the new tolling proviso in the 1954 Code, 
states : * 

... (The preceding sentence shall also be deemed an amendment to section 
3748(a) of the Internal Revenue Code of 1939, and shall apply in lieu of the 
sentence in section 3748(a) which relates to the time during which a person 
committing an offense is absent from the district wherein the same is committed, 


except that such amendment shall apply only if the period of limitations under 
section 3748 would, without the application of such amendment, expire more 
than 3 years after the date of enactment of this title, and 


except that such period shall not, with the application of this amendment, expire 
prior to the date which is 3 years after the date of enactment of this title.)... . 


The first “except” clause prevents application of the relief provision to 
any case under the 1939 Code where that Code would bar prosecution prior 
to August 16, 1957. In cases under the 1939 Code, where normal operation 
of that law would allow prosecution after August 16, 1957, the new tolling 
provision is given retroactive effect. But its effect is limited in that it can 
in no case shorten the statute of limitations period to expire before August 
16, 1957. That magic date is the last day of a three-year period of grace 
allowed federal prosecutors before the new relief provisions immunize tax- 
payers formerly subjected to the discriminatory non-application of the for- 
mer law’s tolling proviso. 

A simple example will suffice to Nestinte the retroactive effect of the 
new rule. Tom Taxpayer on March 15, 1951 filed a false return at the 
Albany collection office in the Northern District of New York, where he 
then resided. Two years later Mr. Taxpayer moved to California and never 
again entered the Northern District of New York. On August 10, 1957 he 
is indicted for the felony of tax evasion. The court must rule that the six- 
year statute of limitations has not run. Since under the Satz and Udell 
cases the statute of limitations was tolled upon Mr. Taxpayer’s departure 
from the judicial district where his crime was committed, it ran only dur- 
ing the two years he remained within that district after filing the false 
return. Hence, on August 16, 1954, when the new Code was enacted, four 
years remained during which the Government could prosecute Mr. Tax- 
payer under the 1939 Code, and the first “except” clause is satisfied. How- 
ever, the second “except” clause precludes the amendment’s retroactive 
operation to bar the indictment brought on August 10, 1957, since that 
date is within the three-year period of grace guaranteeed the Government 
in cases where the new tolling proviso would otherwise apply retroactively. 

In the above example, if Tom Taxpayer had returned to the Northern 
District of New York on March 15, 1953 and remained there until his 


indictment on August 10, 1957, the indictment would be barred. In this 


81 .R.C. § 6531 (1954) ; emphasis added. 
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situation the limitation contained in the prior law would have recommenced 
running upon his return to the Northern District. On August 16, 1954 the 
1939 statute of limitations would have had less than three years to run, and 
therefore the first “except’’ clause would prevent retroactive application of 
the 1954 rule. The prosecution would be barred on March 15, 1957. 

Of course, the case law prior to the enactment of the 1954 Code retains 
vital significance for defendants whose indictments under the 1939 Code 
are excepted from the retroactive relief of the new tolling provision. It 
might have been hoped that the persuasiveness of the Beard opinion, 
coupled with the fact that the language “absent from the district” has been 
repealed, would tempt courts to strain a bit to provide more equal adminis- 
tration of justice during the interim period of grace before the new provi- 
sion can operate retroactively. However, the first two cases decided since 
the new Code indicate that no such attitude of judicial largess prevails. 

In the Hershenson case ** the Southern District Court of New York was 
asked to deviate from the strict interpretation declared by it in the Frankel 
case. Hershenson had filed the questioned return in October of 1946 and 
the same month left his New York home to take up permanent residence 
in California for reasons of health. His absence was not concealed, but he 
was not indicted until eight years later. In a few terse sentences the Court 
denied the motion to dismiss and held that the six-year limitation had been 
tolled. 

Exactly one month after the decision in Hershenson the Eastern District 
Court of New York reached the same result in the Greenfield case.** The 
latter case presented a situation neatly identical to that in Hershenson, with 
the additional fact that after leaving the New York district where the re- 
turns had been filed, the taxpayer in Greenfield had kept in contact with 
Treasury agents assigned to the case. The agents were at all times informed 
where the defendant could be located and there was no indication of flight 
or concealment. In spite of this evidence that there was no causal relation 
between the defendant’s technical absence from the district and the Govern- 
ment’s inordinate delay, the Court followed the quantitative weight of 
authority to hold that the statute had been tolled. 

It is submitted that the decisions in Hershenson and Greenfield, like the 
precedents they followed, are wrong. A federal judge is not an unthinking 
automaton, duty-bound to enforce a statute in every case which appears 
on first inspection to fall within the statutory language. His is the higher 
duty to assure that the reason of the law prevails over its letter, for the 
legislated words are merely evidence of what the enacting body intended. 
Where strict literal interpretation in a particular case would produce an 


82 United States v. Hershenson, supra note 34. 
83 United States v. Greenfield, 131 F.Supp. 843 (E.D.N.Y. 1955). 
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unjust or extreme result, he must sift the statute’s history and consider the 
evil it sought to remedy in an effort to determine whether the case is one 
intended to be covered. No seeming clarity of Congressional command can 
absolve a court of responsibility for applying a statute to a situation shown 
by history and common sense to be without the purview of that statute.** 
In the interim period of grace before the new tolling clause acts retrospec- 
tively, courts should follow the lead of the Beard case and restrict the effect 
of “absent from the district” to cases where the defendant has absented 
himself from his usuai abode in circumstances indicating an attempt to 
avoid detection or prosecution. Happily, no appellate court has yet con- 
strued the 1884 tolling proviso and therefore no court is bound to perpetu- 
ate past errors of strict construction. For the future, courts should bear in 
mind that the tolling clause is part of a statute of limitations, a grant of 
amnesty to be liberally construed. 


CONCLUSION 


It must be conceded that the 1954 Code has taken the first bold step 
toward providing equal protection against stale prosecutions for tax crimes. 
The precise length of that first step must await judicial measurement. It 
may be assumed that the status “fugitive from justice” will retain for 
future tax cases its well established judicial definition requiring intent and 
flight or concealment. However, no meaning may be assumed for the newly- 
coined half of the tolling proviso, for Congress has fallen far short of 
achieving clarity of expression by substituting the broad but indefinite 
phrase “outside the United States” for the unfortunate “absent from the 
district.”’ It is hoped that courts will credit the general Congressional in- 
tent to liberalize the tolling proviso by construing “outside the United 
States” to suspend the statute only against one outside the reach of federal 
process and only during absences extended enough to interfere with the 
Government’s normal procedures. 

Congress should reconsider whether any tolling proviso besides the tra- 
ditional one effective against persons fleeing from justice is required for 
tax crimes. Since evidence of tax evasion is often obtained from sources 
quite independent of the taxpayer or his records in an investigation con- 
ducted without directly contacting him, his absence from the United States 
may have little relation to the time required for investigation. Of course, 
he is under no duty to remain in the country or to act as a source of incrimi- 
nating evidence. If the taxpayer normally resides and maintains his records 


84 Sorrells v. United States, 287 U.S. 435, 446 (1932) ; Holy Trinity Church v. United 
States, 143 U.S. 457, 460-1 (1892). 


85 United States v. Scharton, 285 U.S. 518, 522 (1932) ; cf. Leffingwell v. Warren, 2 
Black 599, 606 (U.S. 1862) ; Woop, Limitations 55 (4th ed. 1916). 
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outside the United States, the new tolling clause will provide the Govern- 
ment no easier access either to him or his records. The purpose to allow 
investigators additional time in cases involving non-residents could be 
achieved without depriving the latter of all benefit from the statute by pro- 
viding a longer limitation period applicable to such cases. Situations where 
a resident taxpayer absents himself or removes his records from the coun- 
try for some purpose connected with a tax crime are covered by the gen- 
eral phrase “fleeing from justice,’ thus rendering the language “outside 
the United States” redundant in all cases within the historical scope of 
federal tolling provisos. Nor can an accused frustrate justice merely by 
waiting out the limitation period on foreign soil, for the statute may be 
stopped by indicting him despite his non-presence. 

If Congress should persist in the opinion that tax crimes should be gov- 
erned by a tolling proviso different from that covering other federal of- 
fenses, the special proviso should be tailored to fit the peculiarities of tax 
crimes. For example, there is no reason why a tolling proviso should oper- 
ate during the first year or two after commission of a crime by filing a false 
return, because in normal cases the return lies dormant for such time be- 
fore there is an investigation to be obstructed by anything the taxpayer 
might do. If Congress should conclude that tax offenders deserve no less 
amnesty than kidnappers and bank robbers, equality of treatment could be 
achieved simply by eliminating the new phrase “outside the United States.” 
Thus, at long last, would be effectuated the apparent intent of the 1884 
Congress which so ineptly worded its attempt to capture in paraphrase the 
meaning of “fleeing from justice.” 











y f- 
ax 
or- 
Ise 
be- 
yer 
ess 


” 


384 
the 














Subdivisions of Real Estate—“‘Dealer” v. 


“Investor” Problem 
STANLEY WEITHORN 


D URING the past two decades, many investors who have profited from 
land speculation have found themselves embroiled in litigation with the 
Commissioner of Internal Revenue regarding the tax treatment of their 
gains. The multiplicity of fact-patterns in those cases which involved real 
estate subdivisions in particular has created additional problems to plague 
the courts. The decisions emerging from this litigation represent a confus- 
ing body of case law, not readily susceptible to logical analysis. 

The principal reason for the lack of uniformity in the opinions rendered 
by the courts has been the absence of a specific legislative mandate. Once 
a court had completed its fact finding, there existed no statutory guide- 
posts to assist it in resolving the basic question whether the asset met the 
statutory definition of a capital asset,’ so that the proceeds of its sale or 
exchange should be accorded capital gains treatment, or whether it fell 
within the exception to that definition, which covers “property held by the 
taxpayer primarily for sale to customers in the ordinary course of his trade 
or business.” ? 

With each court left to its own devices, it was most unlikely that a 
workable set of general principles would evolve, and they did not. But in 
1954 Congress drafted section 1237,° which is devoted entirely to a de- 
tailed set of rules for the treatment of “real property subdivided for sale.” 


A. A REvIEw oF ExIstTING CAasE LAw 


The appellate cases are grouped by circuit. This will serve to emphasize 
the consistency (however ill-advised) or the inconsistency of the opinions 
of a particular court in deciding cases in the area of real estate subdivisions. 

The rapid growth of California gave the Ninth Circuit Court numerous 
opportunities to grapple with this problem. Unfortunately for the tax- 
payers involved, their decisions have usually favored the Government, 
with strong emphasis on the irrelevance of a liquidation motive. The 


STANLEY WeITHORN (B.S., Hofstra College; LL.B., New York University School of 
Law) is a member of the New York Bar. 

1 As defined by I.R.C. § 117(a) (1939), now I.R.C. § 1221 (1954). 

2T.R.C. § 117(a) (1) (1939), now IL.R.C. § 1221(1) (1954). 

8 1954 Code. 
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earliest case in point is Richards v. Commissioner,* where a farmer with 
no prior real estate dealings hired agents to subdivide, improve, advertise, 
and sell® his farmland, while he continued to farm on newly purchased 
land. His contention that he was merely liquidating a capital asset was 
rejected by the Court, which held that the property was sold in the course 
of the taxpayer’s business. Richards’ lack of personal activity was ignored ; 
only the activity of the “business” was considered.® 

The taxpayers in the Ehrman case, devisees of a large ranch which 
had been subdivided and sold* by agents, fared no better. The court, 
further expounding its views on the liquidation theory, stated: “We fail 
to see that the reason behind a person’s entering into a business—whether 
it is to make money or whether it is to liquidate—should be determinative 
of the question of whether or not the gains resulting from sales are ordi- 
nary income or capital gains. The sole question is—were the taxpayers in 
the business of subdividing real estate?” ®° The test which provided the 
answer, according to this Court, was the “frequency or continuity of the 
transactions claimed to result in a business status.” ?° 

Shortly thereafter, in Palos Verdes Corp. v. United States," the Ehrman 
case was cited as authority for continued rejection of the liquidation theory. 
The taxpayer, an investment syndicate which had purchased property thirty 
years before and had failed to dispose of it by offering acreage, finally 
subdivided and consummated several sales ** through advertising. The 
rationale was to the effect that “The holder may well have acquired and 
held the property for an ordinary turnover profit and found that it could not 
be sold for a reasonable price without submitting it to conditions prevalent 
to a trade or business. In such case, the owner has changed the status of his 
holding, whether or not it was contrary to his first desire. . . .” 

Shearer v. Smyth,™ the most recent of these California decisions favor- 
ing the Commissioner, involved a real estate agent who had acquired prop- 


481 F.2d 369 (9th Cir. 1936). 

5 Four hundred and twenty sales were made. 

6 See also Welch v. Solomon, 99 F.2d 41 (9th Cir. 1938) ; Ehrman v. Comm’r, 120 F.2d 
607 (9th Cir. 1941), cert. denied, 314 U.S. 668 (1941) ; Brown v. Comm’r, 143 F.2d 468 
(5th Cir. 1944) ; Thornton v. United States, 53-2 U.S.T.C. 9536 (W.D.S.C. 1953). 

7 Ehrman v. Comm’r, supra note 6. 

8 Three hundred and six lots were sold within two years. 

® Supra note 6, at 610. 

10 This is but a repetition by the Court of the test which it had previously established 
in Comm’r v. Boeing, 106 F.2d 305 (9th Cir. 1939), cert. denied, 308 U.S. 619 (1940). 
Accord, Snell vy. Comm’r, 97 F.2d 891 (5th Cir. 1938) ; Brown v. Comm’r, supra note 6. 

11 201 F.2d 256 (9th Cir. 1953). 

12 Thirty sales were made in a single year. 

13 Palos Verdes Corp. v. United States, supra note 11, at 259. 

14116 F.Supp. 230 (N.D. Cal. 1953), aff’d per curiam, 221 F.2d 478 (9th Cir. 1955), 
cert. denied, Oct. 1955. 
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erty for use as a residence and farm which he, however, subdivided * and 
sold ** instead. The District Court relied on the foregoing appellate de- 
cisions in concluding that the reasons for acquisition should be ignored 
where the land is substantial, the investment of money and time in the 
subdivision and sales operation is great, and the profits are sizeable, since 
these factors place such sales outside the scope of a capital transaction. 

Although these results may appear harsh, it is difficult to generalize as 
to the attitude of the Ninth Circuit Court. Most of the decided cases in- 
volved tracts of immense size which required subdivision and certain im- 
provements in order to render them saleable. Under such circumstances 
some sales activity was essential for disposition. It is submitted that the 
Ninth Circuit Court was strongly impressed by the vastness of the trans- 
actions and the large amounts of profit involved. One could readily reach 
the conviction that such an operation is, in truth, a trade or business. But 
it may be an unwarranted projection to surmise from these decisions that 
in a case involving a smaller tract, fewer improvements, and slight personal 
activity, the same result would be reached. 

The decisions of the Fifth Circuit Court are paradoxical, not only in 
their own right, but in relation to the foregoing cases as well. A note- 
worthy example is the dictum of the Robinson ™ case: “. . . the liquidation 

. . could have been conducted in such a fashion and under such facts as 
that, though appellee had no personal connection with any of the activities, 
it might be held under the theories of representation and of substantial fre- 
quency, regularity and continuity, advanced in some cases and pushed to 
extreme lengths in the Ninth Circuit that sales . . . made by her agents, 
though entirely in liquidation, were sales of ‘property held by her pri- 
marily for sale to customers in the ordinary course of her trade or busi- 
ness.’’’ One might logically infer from these words that this Court, if 
called on to decide the problem, would not go to the “extreme lengths” 
of the Ninth Circuit Court. 

However, when the question did arise in Brown v. Commissioner,"® the 
Court answered it by following blissfully in the footsteps of the Ninth 
Circuit Court. The case involved grazing land inherited by a widow who, 
when the tract proved unsaleable, appointed a broker on a commission 
basis to handle subdivision, improvement, and sales.’* The Court, citing 
Ehrman as its authority, ignored both the activity of the broker and the 
liquidation motive and held that the substantiality and frequency of sales 
placed the taxpayer in a trade or business. 


15 The taxpayer’s over-all expenditures exceeded the original cost of the land. 
16 He disposed of 25 lots. 

17 United States v. Robinson, 129 F.2d 297, 300 (5th Cir. 1942), and cases cited. 
18 143 F.2d 468 (5th Cir. 1944). 

19 Fighty lots were sold within three years. 
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But certainly the most confounding decision of this Court was rendered 
in the Crawford *® case. The taxpayer, owner for thirteen years of a 
previously subdivided tract, had arranged to have a builder supervise the 
installation of improvements necessary to secure an FHA loan. The Court 
held that Crawford, an attorney, was not engaged in the real estate busi- 
ness, relying on the following facts: (1) the subdivision already existed 
(although the taxpayer had replatted); (2) the builder made sales ** 
under the terms of the contract * and therefore was doing so independently 
and not as a representative of the taxpayer (although in many other cases, 
including Brown,”* similar agreements had been ignored by the courts) ; 
and (3) the addition of improvements was not fatal to the case because 
“In effect, what the taxpayer was doing was to render more attractive 
a capital asset already owned, in order to sell it. . . . These activities were 
but preliminaries.” ** (although improvements to any subdivision, by their 
very nature would normally precede sales activity ). 

When next called upon to decide this question in a case * involving 
resale of property acquired by foreclosure of paving liens, the Court held 
that the sales were made in the course of a real estate business, but neither 
cited Brown in support of this conclusion nor distinguished Crawford. 

And the most recent decision of this Court, Smith v. Dunn,”* per- 
petuates the confusion. The taxpayer, an architect with no prior real 
estate dealings, had inherited property which he subsequently liquidated 
first, by hiring an engineer to spend $32,000 for subdivision and im- 
provement and second, by placing sales activities in the hands of a real 
estate broker who assumed all additional expenses in return for a ten per 
cent commission. The District Court had directed a verdict for the Gov- 
ernment, but that holding was reversed on appeal, with strong emphasis 
placed on the “independent contractor” status of the real estate broker.” 
After citing the Crawford case as controlling, the opinion further states 
that its conclusion “is not inconsonant with any decision of this court.” 
Has “Poor Widder” Brown * been completely forgotten ? 


20 Fahs v. Crawford, 161 F.2d 315 (5th Cir. 1947). 

21 Ninety-five sales were made over a span of two years. 

22 The contract gave the builder exclusive right to buy lots for himself at a discount or 
to sell them to others on commission. 

23 See also Thornton v. United States, supra note 6. 

24Fahs v. Crawford, supra note 20, at 317, accord, Boomhower v. United States, 74 
F.Supp. 997 (N.D. Iowa 1947). 

25 White v. Comm’r, 172 F.2d 629 (5th Cir. 1949). 

26 55-2 U.S.T.C. 9543 (5th Cir. 1955). 

27 This amount was almost equal to the taxpayer’s original basis for the property. 

28 Even if he were truly an independent contractor, then what of the engineer through 
whom $32,000 was spent for improvements? Was he also an “independent contractor” or 
was this merely a “preliminary” activity? 

29 Brown v. Comm’r, supra note 6. 
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A possible explanation of this Court’s dilemma may be found within 
an aspect of procedure. Whether or not a taxpayer is engaged in a real 
estate business is essentially a question of fact rather than a question of 
law. Thus, an appellate court would be precluded from overruling the find- 
ing of the trial court unless it were held to be “clearly erroneous.” With 
this in mind, a reexamination of the Fifth Circuit Court decisions dis- 
closes that all of the cited cases, except for the recent Smith case, were 
affirmations of the trial court holdings. Hence it appears that this appel- 
late court may have engaged in some distorted reasoning in order to 
refrain from reversing the trial court in the Crawford case. 

In the Mauldin *® case the Tenth Circuit Court was outspoken in its 
hesitancy to overrule a trial court’s factual determination. The taxpayer, 
who had purchased land for a cattle business, changed his mind later and 
subdivided the tract (without improving it), making, however, only a 
few sales over the next fifteen years. The city then paved roads and 
assessed Mauldin, who saved his property by entering into an active sales 
campaign *" which yielded enough in two years to pay off the assessment 
liens. Although he then ceased his real estate activity and entered the 
lumber business, the remaining lots were liquidated during the war boom 
merely by accepting unsolicited offers. The Tax Court held that Mauldin 
had not changed his status from real estate dealer to investor,*” because 
his recent lack of sales activity was occasioned only by the change from a 
buyer’s to a seller’s market. On appeal the Tenth Circuit Court ruled that 
the Tax Court’s decision was not “clearly erroneous” since the taxpayer, 
despite his inactivity, sold more lots in 1945 with no sales effort than he 
had in 1940 while actively selling. It seems clear from this rationalization 
that the Court was too impressed by the volume of the taxpayer’s sales to 
overthrow the Tax Court’s fact finding, though such sales appear to have 
been nothing more than the passive liquidation of a capital asset. 

Unlike the other appellate courts which have been discussed, the Seventh 
Circuit Court has maintained a consistently liberal attitude in its treatment 
of taxpayers. In Three States Lumber Co. v. Commissioner*® this Court 
reversed the Tax Court and ruled that because there was no development 


80Mauldin v. Comm’r, 195 F.2d 714 (10th Cir. 1952), affirming 16 T.C. 698 (1951). 

81 During this sales campaign the taxpayer could reasonably have been classified as a 
real estate dealer. 

82 In this connection, the dictum of the Court in Blake v. Kavanagh, 107 F.Supp. 179, 
183 (E.D. Mich. 1953) is noteworthy: “. .. courts have held that the taxpayer abandoned 
the original purpose for which they acquired property and later sold such property while 
it was held by them primarily for sale to customers in the ordinary course of their trade 
or business. The converse would also be true and the taxpayers might abandon the original 
purpose of selling property to customers in the ordinary course of a trade or business and 
thereafter hold for investment.” 

88 158 F.2d 61 (7th Cir. 1946) reversing 4 TCM 955 (1945). ° 
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and only limited promotional activity, sales involving 17,000 acres over 
a ten-year period were merely part of an orderly liquidation of an unpro- 
ductive capital asset. 

A very recent decision,** which was also a reversal of the lower court, 
indicated that the Seventh Circuit Court intended to follow the precedent 
established by it in the Three States Lumber Co. case. The appellants were 
co-trustees who, under a duty imposed on them by the trust instrument, 
had sold more than a million acres for over seventeen million dollars be- 
tween 1915 and 1950. The District Court conceded that the land was origi- 
nally a capital asset requiring liquidation but held that the vast operations 
of the taxpayer were tantamount to a real estate business. The Seventh 
Circuit Court opinion pointed out that because of the size of its land- 
holding, the trust had used the only method of liquidation available to it, 
i.e., selling the huge tract piecemeal, and for this there is no penalty. 

Some lower courts appear to have been influenced by a liquidation mo- 
tive in cases involving extenuating circumstances. One such case is Garrett 
v. United States ** in which there was a liquidation of a three thousand lot 
subdivision inherited by the taxpayers. The executor maintained a sales 
office, made some improvements, and spent several decades in the process 
of liquidation. Nevertheless, the Court of Claims allowed capital gains 
treatment, on the theory that no reinvestment of funds was made in real 
estate and the property was not operated primarily as a development busi- 
ness. One might easily conclude that the Court accorded some weight to 
the fact that this was an estate liquidation. But if that factor is relevant, 
then what of the numerous cases holding for the Commissioner in which 
either acquisitions were involuntary ** or dispositions were forced by 
change of circumstances ? ** 

Another liquidation case, involving an even more unusual set of facts, 
is Austin v. United States.*° The taxpayer had been in a road building 
business which invested its surplus funds in real estate, some of which was 
subdivided and improved prior to resale. Ensuing litigation stamped the 
profits therefrom as ordinary income. After retiring from his road build- 


84 Chandler v. United States, 55-2 U.S.T.C. 9691 (7th Cir. 1955), reversing 121 F.Supp. 
722 (N.D.IIl. 1954). 

85 Thus it appears from the attitude of this Court that section 1237, with its five per cent 
rule, may turn out to be penal in nature in the Seventh Circuit Court, although it was 
enacted as a relief measure. 

36 120 F.Supp. 193 (Ct. Cl. 1954). 

87 See, e.g., Ehrman v. Comm’r, supra note 6; Brown v. Comm’r, supra note 6; White 
v. Comm’r, supra note 25. 

88 See e.g., Richards v. Comm’r, 81 F.2d 369 (9th Cir. 1936) ; Mauldin vy. Comm’r, 195 
F.2d 714 (10th Cir. 1952). 

89 116 F.Supp. 283 (S.D. Tex. 1953). 
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ing business, Austin continued to sell these properties *® when sought out 
by prospective purchasers ; he neither added improvements nor advertised. 
The decision of the District Court, authorizing capital gains treatment, 
used the following broad language: *1 “. . . a taxpayer may maintain an 
attitude of willingness to sell, and may in fact sell and liquidate his own 
long-held assets, in the absence of any other indicia of real estate activity, 
without thereby becoming engaged in the real estate business ; and this be 
true whether the amount so sold be large or small.” 

One of the most erudite opinions dealing with the liquidation test was 
written by Hill, J., of the Tax Court in the Frieda E. J. Farley * case. 
This taxpayer had acquired a previously subdivided tract and used it for a 
nursery business until the city built streets through the property, thereby 
destroying its business value. He made no further improvements and did 
not advertise but sold twenty-five and a half lots in one year due to 
unsolicited offers. In holding for the taxpayer, the Court said: ** “. . . the 
frequency and continuity with which a particular activity is carried on is 
a primary consideration in determining whether such activity constitutes a 
trade or business . . . [but] the cases which have applied this test to real 
estate transactions involved elements of development and substantial sales 
activity which are essentially lacking in the instant case . . . where the 
liquidation of an asset is accompanied by extensive development and sales 
activity, the mere fact of liquidation will not be considered as precluding 
the existence of a trade or business. Where, however, the active elements 
of development and sales activities are absent, the fact of liquidation is not, 
in our opinion to be disregarded. . . .” 

The Tax Court reasoned to a similar conclusion in the Hauk ** case by 
stating : * “The volume, continuity and frequency of sales are not deter- 
minative of the issue where the taxpayer remains entirely passive. . . . The 
holding of land for sale and the acceptance of satisfactory offers do not 
constitute the business of selling real estate without some other activity 
indicative of a trade or business. . .. The extent of the taxpayer’s activity 
with or concerning the subject matter is the predominating test.” 


B. A SUMMARY OF THE TESTS EMERGING From THESE CASES 

Although there are no clear-cut rules of law in this field, the judicially 
created tests do serve as a guide to the courts in subsequent litigation. 
Thus, a short summation of these criteria may prove useful. 


40 Between one and 13 lots were sold per year for a period of six years. 
41 Austin v. United States, supra note 39, at 286. 

427 T.C. 198 (1946). 

43 Td. at 202 and 204, and cases cited. 

44 Ethel M. Hauk, 10 TCM 925 (1951). 

45 Td. at 927. 
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The full-time occupation of the taxpayer in a business other than real 
estate will not preclude courts from holding that he is also in the trade 
or business of subdividing lots for the purpose of sale.*® Evidence of any 
other real estate activities, such as past or present holding of additional 
real property,*’ engaging in business as a real estate broker,** or listing 
“real estate” as an occupation on a tax return,*® will be extremely detri- 
mental to a taxpayer’s case. 

The circumstances surrounding the acquisition of the property, such as 
by inheritance ®° or through business default of another,®* are sometimes 
reflected in the opinion of the court, though they are rarely ascribed as a 
reason for the result reached. But the reason for disposition, usually 
alleged to be the attempted liquidation of a capital asset,” is of no impor- 
tance, since almost all subdivision cases involve the liquidation of a land- 
holding by a taxpayer not normally in the real estate business. 

The crucial test is the mode of disposition adopted by the taxpayer. How 
much time and money is spent in the development and sales incident to the 
liquidation ? Development of the property by the addition of improvements, 
such as laying streets and/or installing utility lines, usually results in classi- 
fication of the taxpayer as a real estate dealer,”® but some courts have held 
to the contrary by considering the improvements insignificant °* or merely 
preliminary attempts to make a capital asset more saleable.®* Of course, 
if the city makes improvements at no cost to the taxpayer, that fact nor- 
mally eliminates the otherwise detrimental effect of the improvement.” 

Sales activities in the form of solicitation of customers by advertising, 
erection of “for sale” signs, listing the property with brokers, and the like, 
weigh heavily against the taxpayer, since these circumstances usually con- 


46 See, ¢e.g., Richards v. Comm’r, 81 F.2d 369 (9th Cir. 1936); Mauldin v. Comm’r, 
supra note 30; Thornton v. United States, supra note 6. 

47 See, e.g., Snell v. Comm’r, supra note 10. 

48 See, e.g., Shearer v. Smyth, supra note 14; Friend v. Comm’r, 198 F.2d 285 (10th Cir. 
1952). 

49 See, e.g., Oliver v. Comm’r, 138 F.2d 910 (4th Cir. 1943) ; White v. Comm’r, supra 
note 25; Friend v. Comm’r, supra note 48. 

50 See, e.g., Garrett v. United States, 120 F.Supp. 193 (Ct. Cl. 1954); Dagmar Gruy, 
8 TCM 787 (1949). 

51 See, e.g., Guthrie v. Jones, 72 F.Supp. 784 (W.D. Okla. 1947), Government’s appeal 
dismissed pursuant to stipulation, 163 F.2d 1018 (10th Cir. 1947). 

52 See, ¢e.g., Richards v. Comm’r, supra note 46; Ehrman v. Comm’r, supra note 6; 
Palos Verdes Corp. v. United States, supra note 11; Brown v. Comm’r, supra note 6. 

58 [bid.; Shearer v. Smyth, supra note 14. 

54 See, e.g., Garrett v. United States, supra note 36. 

55 See, e.g., Fahs v. Crawford, supra note 20; Boomhower vy. United States, supra 
note 24. 

56 See, ¢.g., Frieda E. J. Farley, 7 T.C. 198 (1946). Contra, Mauldin vy. Comm’r, supra 
note 30. 
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note too much “activity” to be ruled non-business functions.57 On the 
other hand, the mere acceptance of unsolicited offers will usually be con- 
sidered indicative of a passive liquidation. 

It is of no significance that the taxpayer hirnself does not improve and 
sell the property, as the acts of his agents, employees, and representatives 
will be imputed to him.*® But where the individual actually engaging in 
the activity is held to be an independent contractor, his acts will not be 
imputed to the taxpayer.® Of course, the classification of agent or inde- 
pendent contractor is a question of fact in the particular case. 

The frequency, continuity, and volume of sales as such are of secondary 
importance,” in spite of statements to the contrary by many courts. 
Where sales are infrequent, sporadic, and involve small sums of money, 
these factors alone may be sufficient to preclude the finding of a trade or 
business. But where sales are frequent and continuous over a period of 
time, and the sales volume is sizeable, the true criterion then becomes the 
amount of development and sales activity engaged in. 

Thus, if there has been little or no development or sales activity, then 
despite frequency, continuity, and volume of sales, the taxpayer will prob- 
ably be accorded capital gains treatment.® But if in addition to frequent, 
continuous, and voluminous sales, the taxpayer has also engaged in sub- 
stantial development and sales promotion activities, classification as a real 
estate dealer seems certain.® 


C. Section 1237 
Congress, finally taking cognizance of the inequitable results apparent 
throughout the case law, added section 1237 to the 1954 Code. This is a 


relief provision “. . . which permits an individual who is not otherwise 


a real estate dealer . . . to dispose of a tract of real property, held for 


57 See, e.g., Richards v. Comm’r, supra note 46; Palos Verdes Corporation v. United 
States, 201 F.2d 256 (9th Cir. 1953) ; Shearer v. Smyth, supra note 14; Friend v. Comm’r, 
supra note 48. 

58 See, e.g., Guthrie v. Jones, supra note 51; Austin v. United States, supra note 39; 
Frieda E. J. Farley, supra note 56; Ethel M. Hauk, supra note 44; Dagmar Gruy, 
supra note 50; Three States Lumber Co. v. Comm’r, supra note 33. Contra, Mauldin v. 
Comm’r, supra note 38. 

59 See note 6 supra. 

60 See, ¢.g., Fahs v. Crawford, supra note 20. 

61 See note 58 supra. 

62 See, e.g., Comm’r v. Boeing, 106 F.2d 305 (9th Cir. 1939) ; Ehrman v. Comm’r, 120 
F.2d 607 (9th Cir. 1941); Snell v. Comm’r, 97 F.2d 891 (5th Cir. 1938); Brown v. 
Comm’r, 143 F.2d 468 (5th Cir. 1944) ; Thornton v. United States, 53-2 U.S.T.C. 9536 
(W.D.S.C. 1953). 

68 See, ¢e.g., Boomhower v. United States, supra note 24. 

64 See note 58 supra. 

85 See notes 58 and 62 supra. 
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investment purposes, by subdividing it without necessarily being treated 
as a real estate dealer with respect to all of his long-term gain.” ® The 
provisions of this section and the Committee reports warrant close 
scrutiny. 

Subsection (a) establishes that a taxpayer, other than a corporation, 
will not be deemed to be a real estate dealer “. . . solely because of the tax- 
payer having subdivided such tract for purposes of sale or because of any 
activity incident to such subdivision or sale. . . .” The use of the words 
“solely because” might appear ill advised since prior case law, which this 
section purports to change, is devoid of opinions holding taxpayers to be 
real estate dealers “solely because” of either having subdivided for sale 
or having engaged in activities incident thereto. 

But condemnation of this statutory wording on the basis of so super- 
ficial an analysis may be unwarranted. Further examination of decided 
cases reveals that the courts, when holding a taxpayer to be a real estate 
dealer, rarely found it necessary to rely exclusively on the existence of a 
subdivision or the activities incident thereto, because additional reasons 
supporting the decision were always available. For example, in subdivision 
cases where there had been “activity,” the courts then looked to frequency, 
continuity, and volume of sales. If these factors were present, the courts 
relied on them, in addition to the presence of “activity,” when holding for 
the Commissioner. But in subdivision cases where the taxpayers had been 
passive, engaging in no “activity,” even if the tests of frequency, conti- 
nuity, and volume of sales were met, the courts usually held for the tax- 
payers. . 

Thus, in cases involving frequent, continuous, and voluminous sales, the 
crucial criterion of prior law was actually the activity test. With this in 
mind, it seems reasonable to conclude that prior law has, in fact, been 
changed. Now a taxpayer, instead of having to remain passive, may engage 
in numerous activities incident to the subdivision or its sale without having 
to forfeit the benefits allowed by this Code provision. 

The question then is: What is a permissible activity? It appears that 
any activity, violating no other provision of this section, is allowable if its 
only purpose is to aid in the sale of the tract in question. Activities, there- 
fore, having utility for other, unrelated real estate operations would bring 
the taxpayer beyond the scope of the section. Examination of the statu- 
tory wording sustains this conclusion, stating as it does: “. . . any activity 
incident to such subdivision or sale. . . .” 

The Senate Finance Committee Report ™ states that other activity is 
also relevant in determining whether the subdivision has been or is now 


66 Sen. Rep. No. 1622, 83d Cong., 2d Sess. 441 (1954). 
67 [bid. 
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being held for sale to customers. This would appear to mean that if a tax- 
payer is presently active or has previously been active in any other real 
estate operation, his over-all activity will be considered. Thus, one who 
meets the tests of section 1237 as to this one subdivision may lose its 
benefits because of his other activity. The implication of such an approach 
is clear, for once a taxpayer becomes involved in several real estate opera- 
tions, he is, in reality, no longer an investor but rather a dealer. 

The applicability of subsection (a) is still further restricted by the oper- 
ation of paragraphs (1), (2), and (3). Paragraph (1) requires that the 
subdivision shall not previously have been held for sale to customers by 
the taxpayer, but such rule will be waived if the property could have met 
the tests of section 1237 at such earlier date. Thus, qualified taxpayers, 
who under prior case law would be considered to have been operating 
their subdivisions as a trade or business, will now be free of that stigma 
and may continue their sales under the protective cloak of this new section. 

This paragraph, however, disqualifies a taxpayer who holds any other 
real property for sale to customers during the taxable year in issue, thereby 
automatically precluding real estate dealers from enjoying the benefits of 
this section, even in cases where the subdivision was actually being held 
for investment purposes. 

Paragraph (2), probably the most important requirement of subsection 
(a), is least susceptible to specific interpretation. A taxpayer qualifies 
thereunder “if no substantial improvement that substantially enhances the 
value of the lot or parcel sold is made .. . on such tract... .”” The Senate 
Report admits that this is merely an attempt to set up a broad general 
standard by stating that “the question of whether or not a particular im- 
provement is substantial, and whether or not it resulted in a substantial 
increase in the value of any particular lot sold will be a question of fact 
in each case.” Thus the courts have the task of interpreting this require- 
ment. 

The language of this paragraph actually establishes two criteria: (1) the 
improvement itself must be substantial ; and (2) the lot sold must have been 
substantially increased in value by reason of the improvement. There are 
numerous situations necessitating application of these tests. Minor im- 
provements will qualify, regardless of whether or not they increase the 
value of the lot sold. Included thereunder are improvements such as clear- 
ing operations and construction of minimum all-weather access roads to 
each lot. Substantial improvements which do not greatly enhance the value 
of the lot sold may be made without penalty. An example would be the 
erection of the taxpayer’s personal residence on the tract. And substantial 
improvements which only serve to increase the value of certain lots in the 
tract will not disqualify the unaffected lots. But substantial improvements 
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which greatly increase the value of all lots in the tract would eliminate 
the entire tract from consideration under this section. Erection of a shop- 
ping center on the property would be an example of such an improvement. 

However, a taxpayer who has failed to qualify under the criteria out- 
lined above might still meet the requirements of paragraph (2) under the 
additional language contained therein. There is never a disqualification 
unless the improvement “. . . is made by the taxpayer on such tract while 
held by the taxpayer or is made pursuant to a contract of sale entered into 
between the taxpayer and the buyer.” The wording of the latter alterna- 
tive appears to be an attempt to eliminate the “independent contractor” 
problem of prior case law which had established that improvements made 
by such persons were not attributed to the taxpayer. The independent con- 
tractors were usually builders who made improvements within the tract 
pursuant to a contract which also allowed them to build on the lots and 
pay later out of the proceeds of the home sales. Such a contract may have 
many business advantages but it will no longer result in any tax benefit 
to the vendor. 

This paragraph establishes broad standards as to whether or not the 
improvement was made by the taxpayer when it states that the improve- 
ment shall be deemed to be made by him if made under any of the circum- 
stances described in subparagraphs (A), (B), and (C) of paragraph (2). 
Subparagraph (A) includes improvements made by the taxpayer’s family 
(as defined by section 267 (c) (4) ),® his controlled corporation, or a part- 
nership in which he is a partner. Subparagraph (B) holds that an improve- 
ment made by a lessee, if it constitutes income to the taxpayer, will be 
deemed to have been made by him. And finally, subparagraph (C) encom- 
passes any improvement made by federal, state, or local government, or 
political subdivision thereof. But such an improvement is deemed to be 
made by the taxpayer only if it constitutes an addition to his basis. This 
would be exemplified by a special assessment against the taxpayer for the 
paving of streets or the installation of sewers, since the amount of such an 
assessment must normally be capitalized. 

Although our discussion is still confined to the requirements of sub- 
section (a), it is necessary at this point to introduce subsection (b) (3), as 
it directly modifies the substantial improvement criteria of paragraph (2) 
of subsection (a). Under (b)(3), which was a late amendment to this 
section, no improvement shall be deemed substantial if it can also qualify 
as “necessary.” The first requirement so to qualify is a minimum holding 
period of ten years. In addition, the improvement must be one which would 
otherwise have been deemed substantial, and it is limited to installation of 
water and sewer facilities or roads. It must then be shown that the lot, 


68 1954 Code. 
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whose value was increased by the improvement, would not otherwise have 
been marketable at the prevailing local price. Further, the taxpayer must 
agree to make no basis adjustment to any of his property for the cost of 
the improvement, and such cost is not a deductible expense. Compliance 
with paragraph (b) (3) specifically overrides failure to meet the require- 
ments of paragraph (a)(2) and keeps the taxpayer within the purview 
of the section. 

Paragraph (3) requires that the property shall have been held by the 
taxpayer for five years prior to sale, unless acquired by inheritance or 
devise. This restriction, when combined with the requirements established 
by the preceding paragraphs, makes it virtually impossible for a real estate 
operator to benefit by this section. Even if he were able to meet all of the 
other tests, it appears unlikely that he would be willing to tie up his capital 
in speculative property for over five years. 

If all of the requirements under subsection (a) have been adhered to, 
a taxpayer is then permitted to compute his tax liability under subsection 
(b). The basic rule thereunder establishes that if more than five lots are 
sold from a tract, all sales occurring either in the same taxable year as 
the sixth sale or later are subject to the five per cent rule. This means that 
five per cent of the gross selling price of each such lot is deemed to be gain 
from sale to customers and, as such, is ordinary income. 

In order to illustrate the operation of subsection (b), let us assume that 
three taxpayers, A, B, and C, have each subdivided and sold a tract com- 
prised of twenty lots. The chart below illustrates the tax treatment ac- 
corded their gains from all sales. 


A B Cc 
Year of sale 1954 1955 1954 1955 1954 1955 
Total sales 4 16 5 15 6 14 
Full capital 
gains treatment 4 0 5 0 0 0 
5 per cent rule 
treatment 0 16 0 15 6 14 


A’s first four sales, all in 1954, qualified for full capital gains treatment, 
since they took place prior to the taxable year which included the sixth 
sale. But the fifth and all subsequent sales are subject to the five per cent 
rule because they occurred in the same taxable year as the sixth sale. B 
receives full capital gains treatment for his five 1954 sales, as they took 
place prior to the taxable year of the sixth sale, but all of his sales in 1955 
are within the five per cent rule. C’s sales are all subject to the operation 
of the five per cent rule. This relatively harsh result accrues because the 
taxpayer’s first five sales fell within the same taxable year as the sixth sale. 
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Subparagraph (2) explains the treatment of sales expenses attributable 
to the lots sold. These expenses are ignored until the computation under 
paragraph (1) (the five per cent rule) has been completed. Then a deduc- 
tion is allowed for selling expenses, but this may not exceed the amount 
treated as ordinary income under the five per cent rule. Any remaining 
sales expenses may then be utilized to reduce the amount realized on the 
sale of the lot. 

Subsection (c) defines a “tract” as a single piece of real property but 
adds that the definition also includes two or more pieces if they were at 
any time within five years contiguous (even if divided by a street, rail- 
road, or the like) in the hands of the taxpayer. This would mean, for 
example, that if a taxpayer sold a portion of his tract to a builder who 
erected a shopping center thereon, the taxpayer would most likely be fore- 
closed from benefitting under this section even though he has met all other 
requirements as to the portion retained. This subsection further provides 
that where there is a lapse of five years after the last sale from a tract, 
the remainder of the original tract will then constitute a new tract. Thus, 
after the conclusion of such five-year period, the next five lots sold may 
qualify for full capital gains treatment before the five per cent rule again 
comes into play. 

Subsection (d) makes this entire section applicable to sales after Decem- 
ber 31, 1953, but prior years, as far back as 1949, shall be considered 
in the computation of both the five-year lapse in sales necessary to start 
a new tract under subsection (c) and the first five sales under subsec- 
tion (b) (1). . 

What will the result be if a taxpayer suffers losses from subdivision 
sales? This section, intended as a relief provision for taxpayers with size- 
able gains from the sale of subdivided land, makes no mention of losses. 
Nevertheless, it would appear from the mandatory language of subsec- 
tion (a) ® that a taxpayer who qualified thereunder would be required 
to report a capital loss. It is submitted that the loss would be entirely capi- 
tal, with no five per cent rule in reverse, since (b)(1) is concerned only 
with gains. This lack of machinery for reporting losses serves to emphasize 
the fact that the section as drafted was intended to deal exclusively with 
gains. 

Since losses have been ignored, not being either specifically excepted 
from section 1237 or dealt with in a separate Code section, the mandatory 
language of subsection (a) will probably control. The same treatment 
would result as under prior case law where the taxpayer would have been 

89 Cf. section 1237 which states, “Any lot or parcel . . . shall not be deemed to be held 


primarily for sale to customers in the ordinary course of trade or business. . . .” (emphasis 
added). 
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held to be a real estate dealer and thus entitled to an ordinary loss deduc- 
tion. The only suggested remedy for such a taxpayer, once he realizes that 
the lots will have to be sold at a loss, is to violate some prohibition of sec- 
tion 1237 and remove himself from qualification thereunder; he might 
incorporate, make a substantial improvement, or even purchase additional 
real estate. 

A similar problem is posed by profits which would clearly have qualified 
for full capital gains treatment under prior law. There appears to be no 
way of avoiding the five per cent rule of section 1237 in the matter of 
reporting these sales. To violate a requirement of the section, as suggested 
in the case of losses, would be definitely detrimental to the taxpayer. If he 
did so, the sales would avoid the sting of the five per cent rule, but his act 
would assuredly have the undesired result of subjecting the taxpayer to 
classification as a real estate dealer, thereby turning his entire profit into 
ordinary income. 

But what treatment should be accorded such gains where the land has 
not been held for the requisite five years? If only the decided cases are to 
be considered, the courts might allow full capital gains treatment. But 
although section 1237 is obviously inapplicable, can it be reasonably ex- 
pected that it will not influence the thinking of the court? It would be 
understandably difficult for a court to accord capital gains treatment to all 
of the taxpayer’s profits when it is clear that if he had inactively held the 
property for another few years, the five per cent rule would come into 
operation. And if such thinking should prevail, the results to the taxpayer 
would be most unfortunate, since a trade or business classification would 
subject all of his gain to ordinary income treatment. It would appear, after 
weighing the alternatives, that a taxpayer, having the opportunity to make 
a choice, would do well to wait until the end of the five-year period before 
making any sales. 


D. CHANGES IMPOSED ON THE JUDICIALLY-CREATED TESTS BY THE NEW 
SECTION 

Unquestionably, the criteria established by the courts have been sub- 
jected to major alteration. The most basic modification is one which is 
inherent in any area being legislated for the first time. Although the facts 
of each case are still of paramount importance, once the basic fact-finding 
has been completed, the courts will now find themselves sharply restricted 
in reaching their conclusions by virtue of the statutory modification of 
such criteria. 

The full-time occupation of the taxpayer in a business other than real 
estate is of no significance, as was the case prior to the statute.” 


70 See note 46 supra. 
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The weight to be accorded the other real estate activities of the taxpayer 
is now dependent upon their specific nature. A real estate dealer cannot be 
considered as holding a tract for investment, although such a result would 
have been possible under prior case law. In this connection, evidence of 
other real property holdings may be presented to establish that a taxpayer 
is a real estate dealer. But where he is merely a real estate broker whose 
background is devoid of real property holding, the statute does not penalize 
him. The decided cases contain few examples of such generosity. The list- 
ing of “real estate” as an occupation on a tax return, once almost con- 
clusive evidence against a taxpayer,”’ is now meaningless as such, although 
it will certainly lead to a review of his other real estate activity. 

The method of acquisition, which occasionally had some bearing on deci- 
sions,” has now been discarded as a basic test. It has relevance only in the 
case of real property acquired by inheritance or devise, since such property 
is not subject to the five-year holding period requirement. And the reason 
for disposition, which was never accorded any weight,”* continues to be of 
no consequence. 

The method of disposition is retained as the major criterion. But under 
the statute “improvements” and “activities” are dealt with separately, 
whereas the decisions always regarded both factors as equally detrimental 
to the taxpayer’s case. 

The weight to be accorded improvements made by the taxpayer now 
depends on whether or not they are substantial improvements which sub- 
stantially enhance the value of the lots. This is clearly more liberal than 
the test which it replaces, since all “minor” improvements may now be 
made without fear; and even “substantial” improvements are authorized 
if they do not substantially enhance the lot values. Also, substantial im- 
provements which increase the lot values are allowable so long as they 
meet the statutory definition of “necessary.” Such acts were never tolerated 
under prior case law."* To disregard improvements because they are merely 
“preliminaries” to sale, evidenced in certain of the decided cases,” is not 
permissible under this Code section. 

The greatest benefit resulting from the enactment of the statute is the 
disregard of a taxpayer’s activities incidental to subdivision or sale. Of 
course, as previously pointed out, his over-all real estate activities will still 
be considered, but where that is not in issue, his activities in regard to one 
operation cannot affect the tax treatment to be accorded to him. This is a 


71 See note 49 supra. 
72 See notes 50 and 51 supra. 
78 See note 52 supra. 
74 See note 53 supra. 
75 See note 55 supra. 
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complete reversal of the attitude of the courts which granted capital gains 
treatment only to a “passive” taxpayer.”® 

The statute has altered the form of the inquiry whether the improve- 
ment was effected by the taxpayer or his agents, or by an independent con- 
tractor. A number of specific situations are listed in subsection (a) (2) 
under which the improvement is attributed to the taxpayer. 

The test of frequency, continuity, and volume of sales which, it is sub- 
mitted, was never more than ancillary to the mode-of-disposition test, is 
now dispensed with. It is retained by the statute in another form—the five 
per cent rule—to determine what portion of the gains of qualified tax- 
payers are to receive ordinary income tax treatment. 

In addition, section 1237 adds the requirement of a five-year minimum 
holding period. Although this test was absent from prior law, almost all 
litigated cases involved land which was held at least for that length of time. 

Corporations cannot qualify under the new provision. This is also a 
change, at least in form, from the case law, which purported not to distin- 
guish between corporate and non-corporate taxpayers. In practice, how- 
ever, corporations in this area have usually fared badly in the courts,” 
since their corporate form implies a business operation rather than a mere 
investment of surplus funds. 


CONCLUSION 


Undoubtedly, section 1237 leaves questions unanswered for both the 
Treasury Department and tax attorneys. Moreover, the wording of some 
of its provisions encourages diverse interpretation. Time will tell, of 
course, whether the judiciary, in the litigation which is bound to ensue, 
will provide us with the desired clarifications. 

However, despite the fact that a whole new area has been opened to 
litigation, the section is an important and necessary addition to the Code. 
Decided cases which had served to mold the prior law often contributed to 
weird results when cited as authority for a subsequent holding in a case 
having similar but not identical facts. Taxpayers were not provided with 
proper guideposts which they could follow without fear of becoming in- 
volved in litigation. Such assistance has now been afforded by section 1237. 
It is submitted that the aid which this provision gives to tax planners will 
in large measure serve to outweigh any confusion and litigation which it 
may engender. 


76 See note 58 supra. : 
77 See, e.g., Palos Verdes Corporation v. United States, 201 F.2d 256 (9th Cir. 1953). 
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Addenda 


The article by Mr. Charles B. E. Freeman which appeared in 11 Tax 
L. Rev. 1 (1955) was prepared prior to his entrance upon duty with the 
Department of Justice. The views expressed are those of the author and 
do not necessarily reflect the policy of that department or of any other 
Government department or agency. 
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Notes 


The Non-Restricted Employee Stock Option—An Executive’s Delight. 
As a result of high income tax rates which have grown progressively greater 
over the years, corporations have been forced to cast farther and farther afield 
in an effort adequately to compensate their employees and executives with 
benefits other than monetary income. One such device,’ the non-restricted 
stock option,? has recently been accorded most favorable treatment by the 
courts,® which should, in all probability, result in its more frequent use in the 
corporate field. 

As a general rule, an employee will receive compensation either in cash or in 
kind, and although ordinarily a bargain purchase will not give rise to a taxable 
event, such purchases by employees from their employers might well constitute 
a disguised form of compensation. In the absence of statutory coverage of such 
devices, a study of case law is necessary to determine the attitude of the courts 
and the present status of the law in the light of recent developments. An 
analysis of pertinent case law can be categorized as follows: (a) case law prior 
to February 26, 1945; (b) Commissioner v..Smith * and the amended Regula- 
tions ; and (c) the post-Smith era and the present status of the law.® 


A. Case Law Prior To Fesruary 26, 1945 


The authority for the taxability of stock options on the spread between the 
option price and the fair market value at the time of exercise has been grounded 
in the statutory definition of gross income which includes compensation for 
services rendered or to be rendered.® Prior to 1939 the Commissioner took the 


1 Other methods employed are pension plans, profit-sharing plans, and restricted stock 
options. Citations to the Code are to the 1954 Code unless otherwise indicated. 

2 Not to be confused with restricted stock options provided for by statute. I.R.C. § 421. 

3 Comm’r v. Stone’s Estate, 210 F.2d 33 (3d Cir. 1954), affirming 19 T.C. 872 (1953) ; 
McNamara v. Comm’r, 210 F.2d 505 (7th Cir. 1954), reversing 19 T.C. 1001 (1953) ; 
Philip J. LoBue, 22 T.C. 440 (1954) ; Robert A. Bowen, 13 TCM 668 (1954). 

4 Supra note 3. 

5 As this article will discuss the taxability of gain derived from the receipt of an option 
by the employee-taxpayer, frequent reference will be made to the terms “issue spread” or 
“spread at issuance” to denote variance between the fair market value of the stock at the 
time of granting of the option and the option price and “exercise spread” or “spread at 
exercise” to designate the excess of the fair market value of the stock at the time the option 
was exercised and the option price. 

6 I.R.C. § 61(a). Although the phrase “in whatever form paid” has been deleted from 
the statutory definition of gross income under the 1939 Act, the Senate Committee Report 
expressly provides that “. . . Section 61(a) is as broad in scope as Section 22(a). It is 
not intended to change the concept of income that obtains under Section 22(a).” Sen. 
Rep. No. 1622, 83d Cong., 2d Sess. 168 (1954). , 
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position that all employee stock options were compensatory in nature and his 
initial Regulation, issued in 1923, provided : 7 

Where property is sold by an . . . employee to an employer for an amount 
substantially less than its fair market value, such employee shall include in 
gross income the difference between the amount paid for the property and the 
amount of its fair market value. 
Although the Board of Tax Appeals accepted the Regulations as a proper 
expression of the gross income definition,® the appellate courts consistently 
reversed the Board where a spread did not exist at the time of issuance of the 
stock option. Analogizing the stockholder situation in the Palmer ® decision, 
where the Supreme Court held that the taxability of stock options granted to 
stockholders depended on the existence of a favorable spread at the time of 
their issuance, the circuit courts refused to find any taxable event either on 
receipt or on exercise of the option, particularly where there was no evidence 
of any bad faith on the part of the petitioner.’° This position was clearly evi- 
dent in the Smith case itself when the Ninth Circuit Court ignored the ad- 
mitted fact that the option was given as compensation and held that since the 
option price exceeded the fair market value at the time of issuance, there was 
no basis for holding the option to have been given as compensation.™ 

In view of constant reversals, the Board in the Geeseman ** case, attempt- 
ing to conform to the appellate court’s reasoning, adopted the novel theory that 
options granted to employees for the purpose of permitting them to obtain a 
proprietary interest in the company were not compensatory in nature and that 
thus income would only be realized upon the subsequent sale or other disposi- 
tion of the stock.1* Further evidence of the Board’s acquiescence is found in its 
acceptance of the appellate court’s notion that evidence of the parties’ bad faith 
must be “clearly and definitely” found.’* Although the Board in a later case * 
denied any intent to shift the burden of proof upon the Commissioner, its prac- 
tical effect was just that. The Commissioner formally acquiesced in the Geese- 





7 T.D. 3435, II-1 Cum. Butt. 50 (1923). 

8 Albert R. Erskine, 26 B.T.A. 147 (1932); Omaha National Bank, 29 B.T.A. 817 } 
(1934) ; Irving D. Rossheim, 31 B.T.A. 857 (1934). 

9 Palmer v. Comm’r, 302 U.S. 63 (1937). 

10 Rossheim v. Comm’r, 92 F.2d 247, 249 (3d Cir. 1937), reversing 31 B.T.A. 857 (1934) ; 
Omaha National Bank v. Comm’r, 75 F.2d 434, 436 (8th Cir. 1935), reversing 29 B.T.A. 
817 (1934) ; Gardner-Denver Co. v. Comm’r, 75 F.2d 38 (7th Cir. 1935), affirming 27 
B.T.A. 117 (1933). 

11 Smith v. Comm’r, 142 F.2d 818 (9th Cir. 1944). j 

12 Delbert B. Geeseman, 38 B.T.A. 258 (1938). 

13 To support its conclusion the Tax Court cited appellate court decisions which had 
employed the reasoning in the Palmer case. See note 9 supra. 

14 Delbert B. Geeseman, supra note 12, at 264: “. .. as a prerequisite to the conclusion 
sought by the respondent [Commissioner] it should definitely and clearly appear that a 
transaction, which in form is nothing more than a purchase, is in fact to some extent the 
payment of compensation for services rendered or to be rendered.” ) 

15 Herbert H. Springford, 41 B.T.A. 1001, 1008 (1940). 
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man *® decision and thereafter amended the Regulations by providing for taxa- 
bility to employees on the difference between option price and fair market value 
only “to the extent that such difference is in the nature of (1) compensation 
for services rendered or to be rendered. .. .” ™* 

The Board thereafter assumed the difficult task of determining whether the 
option was given with proprietary intent, resulting in the realization of gain 
only upon sale of the stock, or as additional compensation, resulting in taxa- 
tion of the employee when the option was exercised. In searching for the 
intent of the parties, numerous factors were considered by the courts in deter- 
mining whether an option was granted with compensatory or proprietary in- 
tent: (a) the relationship of market value and option price when granted ; 1* 
(b) the language of the agreement; ?* (c) the existence of restrictions as to 
assignability of the stock received; *° (d) the necessity for the employee to 
continue in the service of his employer in order to exercise the option; ?* 
(e) whether the option was bargained for by the employee and whether it 
effected a change in the contract of employment in respect of the salary or the 
duties of the employee; *? and (f) the action taken by the employer on its 
return.*? The facts in the cases which followed the Geeseman case were not 
always similar; however, the primary evidentiary factor which appeared from 


16 1939-1 Cum. Butt. 13. 

17 T.D. 4879, 1939-1 Cum. Butt. 159. 

18 Where the option price was favorable to the option holder and the difference was 
treated as compensation. Harley V. McNamara, 19 T.C. 1001 (1953) ; Wanda V. Dusen, 
8 T.C. 388 (1947), aff'd, 166 F.2d 647 (9th Cir. 1948) ; Albert R. Erskine, supra note 8; 
Ray A. Noland, 12 TCM 1003 (1953). But cf. Norman G. Nicholson, 13 T.C. 690 (1949) ; 
Martin N. Straus II, 11 TCM 786 (1952), aff’d, 208 F.2d 325 (7th Cir. 1954) ; Robert A. 
Bowen, 13 TCM 668 (1954), where the option price was unfavorable to the option holder 
or equal to the fair market value of the stock, and the intent was characterized as pro- 
prietary. E.g., Rossheim v. Comm’r, supra note 10; Abraham Rosenberg, 20 T.C. 5 (1953) ; 
Philip J. LoBue, 22 T.C. 440 (1954), 223 F.2d 367 (3d Cir. 1955), cert. granted, 350 U.S. 
No. 373 (1955) ; Donald B. Bradner, 11 TCM 566 (1952), aff’d, 209 F.2d 956 (6th Cir. 
1953). Contra, Comm’r v. Smith, 324 U.S. 177 (1945). 

19 Gardner-Denver Co. v. Comm’r, 75 F.2d 38 (7th Cir. 1935) ; Delbert B. Geeseman, 
38 B.T.A. 258 (1938) ; Edward J. Epsen v. Comm’r, 44 B.T.A. 322 (1941) ; Connolly’s 
Estate v. Comm’r, 135 F.2d 64 (6th Cir. 1943). However, the courts continue to disregard 
the compensatory language of the agreement where sufficient facts are found to hold other- 
wise. See Gordon M. Evans, 38 B.T.A. 1406 (1938) ; Herbert H. Springford, 41 B.T.A. 
1001 (1940) ; Abraham Rosenberg, 20 T.C. 5 (1953). Cf. Albert R. Erskine, supra note 8, 
where words of purchase and sale were disregarded in finding compensatory intent. 

20 Albert R. Erskine, supra note 8; Charles E. Soienson, 22 T.C. 321 (1954). Cf. James 
C. Hazelton, 12 TCM 398 (1953) ; Herbert H. Springford, supra note 15. 

21 Van Dusen v. Comm’r, 166 F.2d 647 (9th Cir. 1948) ; Norman G. Nicholson, 13 T.C. 
690 (1949). 

22 Albert R. Erskine, supra note 8; Edward J. Connolly, 45 B.T.A. 374 (1941), affd, 
135 F.2d 64 (6th Cir. 1943) ; Gordon M. Evans, supra note 19. 

23 This factor is not binding on an employee. Abraham Rosenberg, supra note 18; Estate 
of Stone, 19 T.C. 872 (1953), aff'd, 210 F.2d 33 (3d Cir. 1954); Philip J. LoBue, supra 
note 3; cf. Harold E. MacDonald, 23 T.C. 227 (1954), appeal pending, 7th Cir. Cases 
where the action of the employer was considered by the Court: Albert R. Erskine, supra 
note 8; Norman G. Nicholson, supra note 18; Donald B. Bradner, supra note 18. 
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the opinions was the presence or absence of an issue spread on the date the 
option was granted,” an apparent recognition of the appellate court’s reasoning. 

From 1939 to 1945 a period of calm prevailed, with the Treasury reconciled 
to the loss of revenue, yet committed to the Court’s decision as declared in the 
Geeseman case. And capable legal draftsmen set out to cast stock option plans 
within the proprietary requirements as stated in that case. Only the unwary or 
ill-advised were subjected to taxation at ordinary income tax rates. While the 
employer was deprived of a deduction, this factor could be considered in the 
negotiations, and once agreement was reached, the stock option agreements 
were skillfully prepared, emphasizing the non-compensatory nature of the 
agreement. Form became an important consideration in establishing the sub- 
jective intent of the parties. 


B. Tue Smith CASE AND THE AMENDED REGULATIONS 


In this atmosphere Commissioner v. Smith > was decided by the Supreme 
Court on February 26, 1945. The taxpayer was an employee of Western 
Cooperage Co., which had taken over the management of Hawley Pulp and 
Paper Co. pursuant to a plan for its reorganization because it was in financial 
difficulty. Western was to retire a certain part of Hawley’s indebtedness annu- 
ally, and when the indebtedness was reduced to a certain amount, Western 
was to receive specified amounts of Hawley’s capital stock as compensation. 
The taxpayer had played an active part in the reorganization, and in considera- 
tion for his services he received an option to purchase a portion of Hawley 
stock when received by Western. The option price when issued was substan- 
tially equal to the market value of the stock, and since the taxpayer could not 
argue that the option was granted with intent to provide him with a proprietary 
interest in the employer corporation, the basis of his contention was that no 
spread existed when the option was granted. The rule in the Palmer case was 
employed by way of analogy and it was contended that income was not realized 
upon exercise of the option. 

In reversing the Tax Court, which had found that the option had been 
granted as compensation, the Ninth Circuit Court in fact relied on the absence 
of such issue spread to negate the contention of the Commissioner that the 
option was granted as compensation. This finding was in complete contra- 
diction of the admitted statements of the taxpayer that such option was granted 
as compensation and that a rise in the market value was contemplated by the 
taxpayer and his employer at the time of the issuance of the option. The 
Supreme Court, in finding for the Commissioner, pointed out that compensa- 
tion was clearly intended by the granting of the option and that since the 
market value and the option price were practically the same, the compensation 
intended must have been the income which would be derived from the exercise 
of the option when the stock increased in value. The Court, in effect, held that 


24 Philip J. LoBue, supra note 3; Herbert H. Springford, supra note 15; James M. 
Lamond, 5 TCM 51 (1946). 
25 324 U.S. 177 (1945). 
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an issue spread is merely one factor in determining whether the option was 
intended as compensation, and is not by itself conclusive evidence to the con- 
trary. In sustaining the Tax Court’s conclusion that the exercise spread was 
the intended compensation and therefore taxable within the definition of gross 
income, the Court stated : 76 

Section 22(a) of the Revenue Act is broad enough to include in taxable 
income any economic or financial benefit conferred on the employee as com- 
pensation, whatever the form or mode by which it is effected. 

The Commissioner seized upon the broad interpretation given by the Court 
to section 22(a) to mean that any economic or financial benefit conferred on 
an employee by his employer was compensatory, and the Commissioner’s 
amended Regulation promulgated soon after the Smith case reflected this 
view.” It has indeed been difficult for the proponents of the Commissioner’s 
action to justify the amended Regulations ** on a literal reading of the opinion. 
The phrase “as compensation” appears to leave to the courts the determination 
whether the economic benefit was in fact given as compensation, and the gen- 
eral tenor of the opinion appears to support the lower Court’s finding of com- 
pensatory intent as a condition precedent to the inclusion of the exercise spread 
within the statutory definition of gross income. 

Albeit the position of the Commissioner that the Smith case renders all 
options compensatory, the ultimate question is whether the Commissioner’s 
action was proper as a matter of tax administration, for T.D. 5507 *® and 
I.T. 3795 %° in effect reinstated the Commissioner’s 1923 ruling *! that all 
options were compensatory. Although the courts in the past disagreed with his 


26 Comm’r v. Smith, 324 U.S. 177, 181 (1945). 

27 T.D. 5507, 1946-1 Cum. BuLt. 18, provided essentially that “If property is transferred 
by an employer to an employee for an amount less than its fair market value, regardless 
of whether the transfer is in the form of a sale or exchange, the difference between the 
amount paid for the property and the amount of its fair market value is in the nature of 
compensation and shall be included in the gross income of the employee.” I.T. 3795, 1946-1 
Cum. Butt. 15 was issued simultaneously with the T.D. and provides that: “... if an 
employee receives an option on or after February 26, 1945, to purchase stock of the 
employer corporation, . . . and the employee exercises such option, the employee realizes 
taxable income by way of compensation on the date upon which he receives the stock to 
the extent of the difference between the fair market value of the stock when it is received 
and the price paid therefor. If the employee transfers such option for consideration ..., 
the employee realizes taxable income by way of compensation on the date he receives 
such consideration to the extent of the value of such consideration.” Jd. at 16. The I.T. 
stated that T.D. 5507 would not apply to the case of the exercise or transfer of an option 
which was granted to an employee prior to Feb. 26, 1945, the date of the Smith decision. 
Id. at 17. 

28 In Sen. Rep. No. 2375, 81st Cong., 2d Sess. 59 (1950), the following passage appears: 
“At the present time the taxation of these options is governed by regulations which impede 
the use of the employee stock option for incentive purposes; moreover, your committee 
believes these regulations go beyond the decision of the Supreme Court in Commissioner v. 
Smith. .. .” 

29 1946-1 Cum. Bu tt. 18. 

380 1946-1 Cum. Butt. 15. 

31 See note 7 supra. 











184 TAX LAW REVIEW [Vol. 11: 


position, and in the wake of the Geeseman decision the Commissioner amended 
the Regulations recognizing non-compensatory options, the broad concept of 
compensation indicated by the language in the Smith opinion, coupled with the 
Court’s attributing little importance to the absence of an issue spread, fur- 
nished new support for the Commissioner’s position in taxing all stock options. 

As previously indicated, the Supreme Court in the Smith case was not con- 
cerned with the taxability of bargain purchases of stock in the employer’s 
company and therefore was not called upon to decide whether such purchases 
were in fact disguised forms of compensation and thus within the statutory 
definition of gross income. The Court might well have taken a realistic ap- 
proach and held that the granting of a proprietary interest to the employee 
in his employer’s company is, in effect, granted as an inducement for the rendi- 
tion of more efficient services and thus intended as compensation. 

Most likely, had the option in the Smith case covered stock in the employer’s 
corporation, the Tax Court would have found a proprietary intent in view of 
the absence of a favorable spread at issuance, for in the first case to be decided 
after the Smith opinion, the Tax Court distinguished the Smith case precisely 
on that ground in finding a proprietary intent.** Following the Smith case, 
the Tax Court in dealing with pre-1945 options continued to decide as a ques- 
tion of fact whether the option was intended to be compensatory or as a bargain 
purchase.** Although the Tax Court indicated that the Regulations would not 
be upheld when applied to post-1945 options,** sufficient doubt concerning 
their tax treatment was raised. 

Their use was rendered impractical at a time when such a device was most 
attractive as an inducement to the hiring and retention of key management 
personnel in the highly productive post-war era when large corporate profits 
were anticipated. The hue and the cry*was soon raised by representatives of 
management and industry that the Regulations were impeding the use of 
employee stock option for incentive purposes and were imposing a real hard- 
ship on employees, as a portion of the stock might have to be sold to pay the 
tax. After several unsuccessful attempts, Congress was persuaded to enact 
section 130A in the 1950 Revenue Act,*® which provided for capital gains 
treatment of “restricted stock options” as defined in the Act, if the require- 
ments of the statute were met,*® and payment of the tax was postponed until 
sale or other disposition. However, options which did not qualify as restricted 
stock options continued to be taxed as under existing law. 


82 James M. Lamond, supra note 24, at 53 (1946). 

83 Norman G. Nicholson, supra note 18; Malcolm C. Clark, 9 TCM 719 (1950) ; Harley 
V. McNamara, 19 T.C. 1001 (1953), rev'd, 210 F.2d 505 (7th Cir. 1954). 

84 Harley V. McNamara, supra note 18, at 1011 (1953). 

85 This section now appears as section 421 of the 1954 Code, minor changes having been 
added. 

86 (1) The option was non-assignable ; (2) the employee and his family could not own 
more than 10 per cent of the voting stock of the employer corporation; (3) the employee 
could not dispose of the stock within two years of the granting of the option nor within six 
months of receiving the stock ; and (4) the option price could not be less than 85 per cent 
of the fair market value of the stock at the time the option was granted. 
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C. DEVELOPMENT SINCE Commissioner v. Smith 

As the Regulations were applied with prospective effect as of February 26, 
1945,37 they remained untested for several years, the Tax Court applying the 
Geeseman doctrine to pre-1945 options,®* and where post-1945 options were 
involved, finding a compensatory intent, which made it unnecessary to con- 
sider whether the amended Regulations were justified by the decision in the 
Smith case or otherwise authorized by statute.*® 

Several recent decisions involving post-1945 options indicate the continued 
hostile attitude of the courts to the amended Regulations. The attack on the 
Treasury’s position has come from two directions: (a) the options themselves 
have been treated as the sole intended compensation, with any subsequent 
appreciation taxable at capital gains upon resale; *° and (b) a direct refusal 
of the Tax Court to follow the Regulations.*? 

1. The option as compensation. The contention that the option itself con- 
stituted the only intended compensation has frequently been urged by the tax- 
payer, especially where a spread existed at the time the option was granted. 
However, the courts were able to avoid the issue by finding for the taxpayer 
on his alternative argument,** determining that the option had no present value 
when granted,** or rejecting the taxpayer’s argument on the theory of estoppel 
or waiver where the issue spread was not reported in the earlier year which 
was now barred by the statute of limitations. The authorization for this ap- 
proach has been based upon the language in the Smith opinion. In reversing 
the lower Court’s holding that the option itself was the sole compensation 
intended, the Supreme Court added by way of dictum: * 

... It of course does not follow that in other circumstances not here present 


the option itself, rather than the proceeds of its exercise, could not be found 
to be the only intended compensation. 


In effect, the Stone and McNamara decisions establish a new point of time 
for the realization of income, namely, the time of the granting of the option. 
The employee will thus report the issue spread as compensation in the year 
of receipt of the option, and any subsequent increase in value realized by sale 
will be viewed as capital gains. In Stone the Tax Court and the Third Circuit 
Court #* agreed with the taxpayer that the parties were dealing in the stock 


87 T.T. 3795, 1946-1 Cum. Butt. 15. See note 27 supra. 

88 Norman G. Nicholson, supra note 18; Malcolm C. Clark, supra note 33; Ray A. 
Noland, 12 TCM 1003 (1953). 

39 Supra note 34. 

40 Comm’r v. Stone’s Estate, supra note 3; McNamara v. Comm’r, supra note 3. 

41 Philip J. LoBue, supra note 3; Ralph A. Bowen, 13 TCM 668 (1954). 

42 Delbert B. Geeseman, supra note 12; Herbert H. Springford, supra note 15. 

#3 Albert R. Erskine, supra note 8; John C. Wahl, 19 T.C. 651 (1953). 

44 Bothwell v. Comm’r, 77 F.2d 35 (10th Cir. 1935). 

45 Comm’r v. Smith, supra note 26, at 182. 

46 In the Stone case fully assignable stock warrants were purchased by the president of 
the corporation for $1,000, entitling the holder to purchase stock far below the market 
value. They were exercisable without restriction six months after receipt of the option 
and within five years thereof. Although the option price exceeded the market value of the 
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warrants themselves as the intended compensation ** and that such warrants 
had market value at the time granted. In McNamara the Tax Court’s deter- 
mination that the stock option had no ascertainable value and was not the 
“only intended compensation,” 48 was reversed by the Seventh Circuit Court 
as being clearly erroneous.*® The opposite holdings of the Tax Court in the 
two decisions are difficult to reconcile on the theory that “stock purchase war- 
rants differ widely from the usual stock purchase options,” *° for the two were 
practically the same in legal effect.51 However, if we accept the finding of fact 
by the Tax Court in the McNamara decision that the option itself had no 
substantial or ascertainable value when granted,®? the two opinions are recon- 
cilable and consistent. A recent decision indicates that the Tax Court has some 
doubt whether the appellate court’s contrary finding was correct.*$ 

The Tax Court and the Seventh Circuit Court have indicated that the dictum 
in the Smith case ™ will be adhered to where the facts are present despite I.T. 


stock, the petitioner and the corporation placed a value of $6,000 on the warrants and 
treated the $5,000 difference as compensation on their respective returns. The Commis- 
sioner, relying upon I.T. 3795, contended that the stock warrants had no market value 
when received and therefore additional compensation was received in the later year when 
the warrants were sold to the extent of the difference of option price and selling price 
of the options. 

47 However, slight differences existed between the warrants in Stone and the option in 
McNamara. Both had value when issued, were fully assignable and negotiable, and not 
contingent upon continued employment. The only real differences were that the Stone war- 
rants contained dilution provisions, were exercisable at any time, and were purchased. 

48 The following evidentiary factors were relied upon by the Court in determining that 
the option itself had no ascertainable market value: (1) although there was no provision 
in the option forbidding assignment, the parties did not contemplate a sale or an assign- 
ment; (2) the option was of a restricted type, permitting only 25 per cent of the stock 
to be purchased every six months; (3) expert testimony introduced by the taxpayer 
failed to establish that the option had value on the date granted, nor did it show that the 
option represented a proprietary interest that could be readily sold without a sacrifice; 
and (4) although the option was not tied to petitioner’s two-year contract of employment, 
such continuous employment was contemplated, as the change in management was expected 
to bring improvements, with a resulting increase in stock. 

49 The Seventh Circuit Court, in reversing, agreed with the Tax Court that in granting 
the option, the intention was to compensate the petitioner. However, it determined that the 
option itself had real value when granted to the employee and was the sole compensation 
intended for the year 1945. In support of its conclusion it cited the following: (a) reference 
in the minutes of the directors’ meeting to the option as additional compensation for the 
current year; (b) the employment contract and the negotiation leading up to its adoption; 
(c) the employer and employee reported the issue spread in their respective returns in 
1945; (d) the issue spread was kept constant during the months of negotiation; and (e) 
the option had value when granted, as it was fully assignable, not dependent upon tax- 
payer’s continued employment, and petitioner’s witness had testified as to its value. 

50 Estate of Lauson Stone, 19 T.C. 872, 877 (1953). 

51 See note 47 supra. 

52 See note 48 supra. 

58 Dean Babbitt, 23 T.C. No. 5 (1955) : “. .. we are not called upon to consider whether 
the reversal of Harley V. McNamara by the Seventh Circuit will be followed by this 
Court.” 

54 See note 45 supra. 
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3795. The Tax Court in the McNamara decision took great pains to distin- 
guish the dictum in the Smith opinion, relying on the distinguished facts to 
find for the Commissioner, and no emphasis was placed upon the amended 
Regulation. The Seventh Circuit Court quoted and relied on the hypothetical 
in the Smith case in reversing the Tax Court and politely ignored I.T. 3795 
although it was clearly applicable. In Stone the Tax Court, with the Third 
Circuit Court concurring, considered that I.T. 3795 applied solely to outright 
grants of options and not to bargain purchases and was therefore inapplicable 
on the facts presented. Both Courts in Stone found support for their findings 
in the hypothetical posed by way of dictum in the Smith opinion. 

Should the Tax Court’s position ®* concerning I.T. 3795 be upheld, the 
crucial issue in future cases, involving the question whether the option itself 
was the only intended compensation, will be the determination of option value 
when granted. In order for the taxpayer to prove that the option granted was 
the only compensation intended by the parties, he will be required to establish 
that the option price was less than the market price of the stock and ®* that 
the option itself had a substantial and ascertainable value.5* The courts have 
demonstrated extreme reluctance to evaluate property where the amount is 
highly conjectural and have preferred to defer taxability to a later date when 
the value may more readily be ascertained.5* Thus, if the option is found to be 
non-assignable,5® or dependent upon certain contingencies, or highly specula- 
tive in nature, the courts will undoubtedly refuse to consider the option itself 
as having market value when granted. ‘ 

The necessity of proof of option value will undoubtedly prohibit its employ- 
ment by small corporations whose securities are not traded on the exchanges, 
as the valuation of such stock—and especially the valuation of the options—is 
highly speculative. Employees of large corporations appear therefore to have 
the best opportunity of receiving favorable tax treatment through this device. 


2. Tax Court’s rejection of T.D. 5507 and I.T. 3795. As noted previously, 
the Tax Court opinions, decided after the Commissioner’s Regulations were 
promulgated, intimated that the Regulations would not be upheld.** However, 
the Court had been able artfully to avoid dealing directly with the issue.*? 

In Philip J. LoBue ® the Court was squarely confronted with the validity 
of the Commissioner’s Regulation. The petitioner, along with several other 


55 Philip J. LoBue, supra note 3. 

56 John C. Wahl, 19 T.C. 651, 658 (1953) : “The petitioner must prove more than merely 
the existence of a spread between the option price and the then market value of the stock.” 

57 Dean Babbitt, 23 T.C. No. 5 (1955). 

58 Burnet v. Logan, 283 U.S. 404 (1931); Westover v. Smith, 173 F.2d 90 (9th Cir. 
1949). 

59 Harley V. McNamara, supra note 18; Dean Babbitt, supra note 57; John C. Wahl, 
19 T.C. 651 (1953) ; Harold H. Kuchman, 18 T.C. 154 (1952). 

60 Harley V. McNamara, supra note 18; John C. Wahl, supra note 59. 

61 See note 6 supra. 

62 Estate of Lauson Stone, 19 T.C. 872 (1953). 

63 22 T.C. 440 (1954), aff’d, 223 F.2d 367 (3d Cir. 1955), cert. granted, 350 U. S. No. 
373 (1955). : 
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key employees, was granted non-assignable options to purchase stock in his 
employer’s corporation on January, 1945, 1946, and 1947, allegedly pursuant 
to a plan to grant its key employees a proprietary interest in the company. The 
petitioner exercised each option in the year of receipt. The option price initially 
specified by the directors and approved by the stockholders on March 21, 1944 
slightly exceeded the then fair market value of the stock, but at the time the 
respective options were granted, the market value of the stock had substantially 
increased in value. In 1945 the corporation did not claim a deduction, but in 
its 1946 and 1947 returns the corporation did deduct the exercise spread as 
compensation to the employee. The Commissioner asserted a deficiency for 
the years 1946 and 1947 only, alleging that the exercise spread constituted 
additional compensation to the employee taxpayer. The Tax Court, four judges 
dissenting, held that even though the options were granted after February 26, 
1945, there still remained the question of fact whether the option was granted 
as compensation or in order to provide the employee with a proprietary interest 
in the business and upon this determination depended the question of taxability 
of the exercise spread at ordinary income tax rates. 

Aiter discussing the origin of T.D. 5507 and I.T. 3795, the Court found them 
to be an unwarranted interpretation of the language in the Smith case, and 
held, in effect, that only that “economic or financial benefit” conferred on any 
employee “as compensation” would be taxed as ordinary income under the 
statutory definition of gross income. The Geeseman doctrine ® was cited as 
the most reliable guide to be followed in searching for that factual determina- 
tion. And in resolving the factual issue, the Court gave greater weight to the 
initial relation between the market price and the option price and to the tenor 
of the letters notifying the petitioner of the stock option ® than to the fact that 
the employer had deducted on its return the difference in the fair market value 
and the option price as compensation in the years 1946 and 1947, The Court 
concluded that “it ‘definitely and clearly’ appears that the granting of the 
options to the petitioner in 1945, 1946 and 1947 was not intended as additional 
compensation for his services,” rather “the essential purpose was to provide 
key employees with an incentive to promote the growth of the company by per- 
mitting them to participate in its success.” 

Although the Court placed emphasis upon the absence of an initial spread 
to nullify the intention of compensation and relied upon prior Tax Court deci- 
sions where such a spread was absent ® or minimal,® later cases ™ indicate 
that form is proving to be the most essential consideration. In a recent memo- 


64 The Commissioner recognized the factual difficulty concerning the year 1945—I.T. 
3795 did not apply, the employer had not taken a deduction in that year, and the issue 
spread, though large, did not compare with that which existed in the later years. 

85 Delbert B. Geeseman, supra note 12. 

66 Citing Estate of Lauson Stone, 19 T.C. 873 (1953); Abraham Rosenberg, 20 T.C. 
(1953) ; Delbert B. Geeseman, 38 B.T.A. 258 (1938). 

67 Philip J. LoBue, supra note 3, at 445. 

68 Comm’r v. Smith, supra note 25. 

69 Abraham Rosenberg, supra note 18. 

70 Robert A. Bowen, supra note 41; Dean Babbitt, supra note 57. 
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randum opinion written by a dissenting judge in the LoBue ™ case, the Court 
found proprietary intent even though the market value of the stock was at all 
pertinent times at least $90 per share and the option price was no greater than 
$65 per share. After noting the stipulated facts, the Court concluded that: 7 

The essential facts herein do not differ from those in Philip J. LoBue, 
although there are many differences in the details. We are satisfied that a dif- 
ferent result could not fairly be reached in the present case. 

The striking difference in the two cases is, of course, the existence in the 
latter case of a substantial spread at all times.7* However, the Court was evi- 
dently not convinced that such factor was decisive. Although the Court did 
not discuss the factors which it considered controlling, the following stipulated 
facts were undoubtedly relied upon: (a) the proposed plan submitted to the 
stockholders contained a denial that it was intended as additional compensa- 
tion ; (b) letters written to stockholders pointed out the importance of granting 
proprietary interests in holding key men and providing a common interest with 
stockholders; (c) bonus plans, retirement benefits, and insurance plans were 
already in effect and thus stock options were not granted in lieu thereof; 
(d) there was a progressive increase in salary in each year the options were 
granted; (e) in computing salary and bonus, the company never took into 
account the stock options; (f) although the corporation took a deduction for 
compensation and collected withholding tax on exercise of the option, it 
expressly provided in its minutes that it did so only because of the require- 
ments of the existing Regulations; and (g) although some of the employees 
granted options owned stock in the corporation prior thereto, they were not 
substantial stockholders and the company was not justified in discriminating 
against these employees merely because of this fact. 

The instant cases, if upheld by appellate courts, herald the return of non- 
restricted employee stock options as an effective device in retaining and acquir- 
ing key management personnel. Whereas small or closely-held corporations 
were unable to meet the valuation problem under section 421 or under the 
type of transactions in the Stone and McNamara cases, they are afforded new 
relief in competing with larger corporations for key executives. 

Although the employer will not be entitled to an expense deduction attrib- 
utable to the granting of the option—the same prohibition is contained in the 
statute “*— the cases ™ indicate that the employer may take such a deduction 
without jeopardizing the employee-taxpayer’s position. However, the Com- 


71 Philip J. LoBue, supra note 3. 

72 Robert A. Bowen, supra note 41, at 675. 

78 The option price was $65 per share on the date that the Board of Directors adopted 
a resolution recommending adoption of the plan, and the fair market value of the stock 
was $91.25. When the plan was approved by the stockholders, the fair market value was 
$99.00. On the date that the Board of Directors resolved to put the plan into effect, the 
market value was $98.50, and when the option was granted to the taxpayer, the market 
price was $99.38. 

74 T.R.C. § 421(a) (2). 

75 See note 23 supra. 
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missioner is meeting this inconsistency by requiring the employer who takes 
such a business expense to execute Form 872, waiving the period of limitation 
with respect to such deduction. This action will undoubtedly deter some com- 
pany officials from testifying in support of the petitioner as to the employer’s 
intent, where such testimony would result in a deficiency assessment against 
the corporation itself. However, even if consistency is required, the employer 
will weigh his desire to allow the employee to obtain a tax benefit against the 
amount of the cost involved; and the options granted will undoubtedly be the 
resultants of the criteria which the courts indicate will lead to a finding of 
non-compensatory intent. 

With proper legal guidance, employers and employees need no longer be 
limited by the restrictive requirements of section 421. Only the knowledge 
that such transactions will be met with determined resistance by the Commis- 
sioner and the possibility that the higher courts will take a different approach, 
will deter business and management from completely ignoring the operation of 
restricted stock options as provided for by statute. 


CONCLUSION 


The return of the Tax Court to its pre-1945 position as espoused in the 
Geeseman case, despite T.D. 5507 and 1.T. 3795, is indeed unfortunate. The 
Supreme Court in the Smith case rendered unimportant the absence of an issue 
spread in determining whether an option was given as compensation and, in 
effect, lessened the emphasis on the most determinative factor employed by the 
courts in concluding that a proprietary intent was present. Had the highest 
Court been squarely confronted with the issue in the Smith case, it is highly 
probable that it would have taken a mare sophisticated approach and concluded 
that all such employee options are intended to confer a benefit upon the em- 
ployee, either directly or indirectly, for past or future services ; otherwise there 
would be no need for granting such options. 

On grounds of equity, “it is difficult to see why this particular group should 
receive their compensation at capital gain rates while others pay at the ordinary 
income tax rates. If current tax rates are too high for corporate executives, 
they are too high for all; if they cannot be lowered for all taxpayers, they 
should not be lowered for a single class.” *® 

—WituiaM I. Sasin * 


An Old Formula In New Attire. The determination of the value ot a 
given item of property as of a particular date for federal tax purposes is sur- 
rounded by many complex problems. Yet it is very probable that no other ques- 
tion of fact in the field of taxation is of greater importance. 

A valuation is required for tax purposes when any item of property other 


76 GRISWOLD, CASES AND MATERIALS ON FEDERAL TAXATION 401 (3d ed. 1950). 
* Member of the Massachusetts Bar. 
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than cash is involved in a taxable transaction. Whenever income is received in 
a form other than cash, a valuation is required to determine the amount of the 
income.’ Or, when an exchange of properties is effected, a valuation is required 
in order to determine the amount of gain or loss resulting from the transac- 
tion. The assessment of the federal estate tax requires a determination of the 
value of all properties contained in the estate of the decedent. When a gift is 
made in a form other than money, the value of the gift must be determined in 
order to impose the federal gift tax.* 

The objective of a valuation for federal estate and gift tax purposes is the 
value of the property on the critical date,5 and for federal income tax purposes 
it is the “fair market value” of the property on the critical date. However, the 
varying language of the respective statutes notwithstanding, it is generally 
recognized that it is the “fair market value” of the property which must be 
sought for estate and gift tax purposes as well as for income tax purposes.” 

The purpose of this article is to present a valuation formula which, it is 
hoped, will be of aid in the difficult task of valuing for tax purposes the shares 
of closely-held companies.* The proposed valuation formula is based on the 
capitalized income method of appraisal which, in turn, is based on the theory 
that the future flow of receipts ® which may reasonably be expected is deter- 
minative of value. It is no magic formula. Rather, it is an expression of the 
theory that businessmen buy and sell income-producing properties on the basis 


1 For example, see Reg. 118, Sec. 39.22(a)-3. See 1 CCH ¥ 51 (1953), for an enumera- 
tion of the circumstances under which it may be necessary to determine the fair market 
value of property for federal income tax purposes. 

2T.R.C. § 1002 (1954). 

3T.R.C. § 2031(a) (1954). 

4T.R.C. § 2512(a) (1954). 

5 T.R.C. §§ 2031(a) and 2512(a) (1954). 

6 T.R.C. § 1001(b) (1954). 

7 The federal income, estate, and gift tax regulations uniformly employ the phrase “fair 
market value.” Reg. 118, Sec. 39.22(a)-3; Reg. 118, Sec. 39.113(a) (14)-1; Reg. 105, Sec. 
81.10(a) ; and Reg. 108, Sec. 86.19(a). In practice it appears that there is no difference 
in construction to be placed on the terms “value” as employed in the federal estate and 
gift tax statutes and “fair market value” as employed in the federal income tax statute. 
2 Paut, Feperat Estate & Girt TAXxaTIon, 1215 (1942). Cecil H. Gamble, 33 B.T.A. 94, 
99 (1935), aff'd, 101 F.2d 565 (6th Cir. 1939). 

8 The Court in Brooks v. Willicuts, 78 F.2d 270, 273 (8th Cir. 1935), defined a close 
corporation as one in which “. . . the stock is held in few hands, or in a few families, and 
wherein it is not at all, or only rarely dealt in by buying and selling.” 

® The reference is to anticipated future market price appreciation as well as to dividend 
income, or if liquidation is contemplated, to the amount which may ultimately be realized 
by the shareholders upon liquidation. The author is indebted to the lectures by Professor 
Harold G. Fraine, University of Wisconsin, School of Commerce, for this unifying prin- 
ciple, which recognizes that it is the future flow of income, its amount and timing, and the 
risk to be assumed in attempting to capture this income, which are fundamental to all valu- 
ation problems. The form in which income is to be received, i.e., dividends and/or market 
price appreciation or in liquidation, are just more or less special cases under this funda- 
mental principle. 
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of their expectations of the amount and timing of the future flow of income and 
the risk that their expectations may or may not be realized. The suggested 
valuation formula is also an attempt to make clear the confusing admonition 
contained in the Treasury Regulations that “all relevant facts and elements of 
value” must be considered.!° It is suggested the formula may be of aid in the 
determination of the fair market value of closely-held shares for federal tax 
purposes and is offered as a guide and a frame of reference. No series or system 
of weights is contemplated or meant to be implied; it is, however, a classifica- 
tion and an expression of the factors to be taken into consideration in a deter- 
mination of “fair market value.” 


Farr MARKET VALUE 


In the valuation of shares for federal tax purposes there are two major ques- 
tions to be answered, not merely one, as frequently supposed. First, the objec- 
tive sought must be determined ; and second, the method or methods of valua- 
tion which will prove most useful in reaching that objective must be fixed. 

The objective to be sought in federal tax valuations is the fair market value 
of the shares on the critical date.1! Though the Code frequently refers to the 
terms “value” and “fair market value,” statutory definition is conspicuous by 
its absence. The generally accepted definition is the price at which the shares 
would have changed hands on the material date between a willing and informed 
buyer and a willing and informed seller when neither was under any compul- 
sion to buy or sell. This criterion, which is of judicial origin, has been adopted 
in the Federal Estate and Gift Tax Regulations }* and is widely accepted by the 
courts.1*> However, general acceptance. of the definition has not prevented its 
application and meaning from being the subject of considerable dispute." 
“Value is a word of many meanings.” ® And the same meaning is not consist- 
ently employed by the Internal Revenue Service nor by the taxpayers.7® 

It does not appear, however, that fair market value either means or is syn- 


10 Reg. 118, Sec. 39.113(a) (14)-1; Reg. 105, Sec. 81.10(a) ; Reg. 108, Sec. 86.19(a). 

11 For federal income tax purposes, the critical date is usually the date of the transac- 
tion; but the March 1, 1913 date may be controlling. I.R.C. § 1053. For estate tax purposes, 
it is the date of death of the decedent, except that if the representative chooses, he may 
elect the day one year hence. I.R.C. §§ 2031(a) and 2032(a). For gift tax purposes, it is 
the date of the gift. I.R.C. § 2512(a). 

12 Reg. 105, Sec. 81.10(a) ; Reg. 108, Sec. 86.19(a). 

18 The Court in James Couzens, 11 B.T.A. 1040, 1162 (1928), has probably stated one 
of the best interpretations of the willing buyer-willing seller test of “fair market value.” 
Also see Andrews v. Comm’r, 135 F.2d 314 (2d Cir. 1943) ; Comm’r v. Marshall, 125 F.2d 
943 (2d Cir. 1942) ; Robertson v. Routzahn, 75 F.2d 537, 539 (6th Cir. 1935) ; Wood v. 
United States, 29 F.Supp. 853 (Ct. Cl. 1939) ; Phillips v. United States, 12 F.2d 598 (W.D. 
Pa. 1926). 

14 Gordon, What Is Fair Market Value?, 8 Tax L. Rev. 35 (1952). 

15 Missouri ex rel. S.W. Bell T. Co. v. Public Serv. Com., 262 U.S. 276, 310 (1923) ; 
Andrews v. Comm’r, supra note 13, at 317. 

16 PAUL, STUDIES IN FEDERAL TAXATION 162 (1937). 
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onymous with market price 17 or intrinsic value.’* Rather, it would appear that 
market values, either actual or constructive, must bear a fair relationship to the 
underlying investment merits of the block of shares at issue.’® Or, on the other 
side of the coin, the investment merits of the shares must be fairly valued in the 
light of the existing market prices of the shares of reasonably comparable com- 
panies.2° Not only must consideration be given to the amount which presum- 
ably could have been realized had the shares been offered on the market on the 
critical date, but also what the shares are fairly worth. Even where the shares 
have been traded on the market, the obtainable market prices merely offer a 
rebuttable presumption of the fair market value of the shares in question.” In 
short, in the valuation of shares for federal tax purposes (whether actively or 
inactively traded or closely-held), effect must be given to the word “fair” as 
well as to the word “market.” A consideration of either aspect of the phrase 
“fair market value” without a consideration of the other cannot lead to a valid 
determination of value except by accident. 

Toward a determination of “fair market value” as so construed and under- 
stood, the suggested valuation formula is directed. Based on this interpretation 
of fair market value, the formula may also be useful not only in the determina- 
tion of the fair market value of closely-held shares but also of actively and 
inactively traded shares. Where the quoted market prices of actively traded 
shares do not reflect a fair value for the shares because of excessive optimism 
or pessimism, or where the recorded market prices of inactively traded shares 


17 PAuL, op. cit. supra note 16, at 173 and cases cited; 10A Mertens, FEDERAL INCOME 
TAXATION 34 (rev. ed. 1948) ; Strong v. Rogers, 14 A.F.T.R. 1207 (1933), aff’d, 72 F.2d 
455 (3d Cir. 1934), cert. denied, 293 U.S. 621 (1934); Crosby v. Heiner, 12 F.2d 604 
(1926), aff'd, 24 F.2d 191 (3d Cir. 1928). For a penetrating analysis of the constructions 
accorded the statutory phrase “fair market value” by the courts and the results which flow 
therefrom, see Gordon, supra note 14. 

18 MoNTGOMERY’S FEDERAL TAxES—Estates, Trusts aNnp Girts 680 (1951-52); 
Nichols, Tax Valuation of Stocks: Factors in Determining “Market” Value for Estate and 
Income Taxes, Trusts & Estates 93, 96 (1945) ; Weber v. Rasquin, 101 F.2d 62 (2d Cir. 
1939) ; Laird v. Comm’r, 85 F.2d 598 (3d Cir. 1935) ; Steece v. Miller, 41 F.2d 530 (S.D. 
Ohio 1929) ; George M. Wright, 19 B.T.A. 541, 548 (1930); Alfred C. Thompson, 18 
B.T.A. 843, 846 (1930). Compare Helvering v. Kendrick Coal and Dock Co., 72 F.2d 330 
(8th Cir. 1934) ; Champlin v. Comm’r, 71 F.2d 23 (10th Cir. 1934) ; Caroline W. Edwards, 
31 B.T.A. 879 (1934) ; Homer S. Johnson, 11 B.T.A. 534 (1928). For a consideration of 
intrinsic value, see GRAHAM AND Dopp, Security ANALYsIs 16-17, 28-29 (3d ed. 1951), 
and 1 BonsricHt, THE VALUATION OF Property 26, 28 (1937). 

19 Sonenshine, Stock Appraisals: The Dissenting Stockholder and the Concept of Value, 
16 Brooktyn L. Rev. 99 (1949). 

20 For valuing closely-held shares for federal estate tax purposes, the Code specifically 
provides that “. . . in addition to all other factors, the value of stock or securities of cor- 
porations engaged in the same or a similar line of business which are listed on an ex- 
change. . . .” shall be taken into consideration. I.R.C. § 2031(b). One objective test of the 
fairness of a valuation is a comparison with the multiples of earnings at which the shares 
of comparable companies are selling. Nichols, supra note 18, at 93. Van Dyke, Commis- 
sioner Unfair to Market Value, 23 Taxes 789 (1945). But see Powell, Practical Utility 
in Valuation Cases of Listed Comparatives Under Recent Decisions in PROCEEDINGS OF 
New York University SixtH ANNUAL INSTITUTE ON FEDERAL TAXATION 163, 174 (1948). 

21 See note 17 supra. 
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do not reflect arm’s length transactions between informed and willing buyers 
and sellers,2? resort must then be had to “all other relevant factors.” 78 

Under such circumstances, the established market prices may be useful 
merely as a reference point. In any event, established market prices may not be 
accepted blindly. The circumstances surrounding the transactions must be 
brought to light in order to determine whether the resulting prices were estab- 
lished in a free and open market between informed individuals and are a fair 
reflection of the investment merits of the shares. Generally, however, the for- 
mula will most frequently be applicable in an assessment of the fair market 
value of closely-held shares. Where actively or inactively traded shares are 
involved, fewer occasions will arise where its direct application will prove fruit- 
ful, not because the formula is neither applicable nor valid, but because the 
established market prices will be controlling. 


ForRMULA X 


It was indicated above that in the valuation of closely-held shares for tax pur- 
poses a value must be determined which is fair, i.e., neither overly optimistic 
nor pessimistic. Furthermore, the value arrived at must also reflect existing 
market conditions, that is, it must reflect the price at which the shares would 
have changed hands on the critical date between a willing buyer and a willing 
seller when both had knowledge of the relevant facts and. neither was under any 
compulsion to buy or sell. 

In the more usual case the value of the shares will rest on the future antici- 
pated earning power, and the only valid measure of the value of the corporate 
shares may be obtained by capitalizing such future anticipated earning power.”4 


22 Tf the shadow of a bargain price is présent, the evidentiary value of recorded sales 
prices vanishes. Other reasons for contesting the validity of recorded sales prices of inac- 
tively traded shares include: (a) lack of information on the part of the parties to the trans- 
action; (b) meager number of sales surrounding the valuation date, casting doubt on their 
representativeness; (c) high-pressure sales methods used to dispose of the stock at the 
recorded prices; (d) size of the block sufficient to command a premium for purposes of 
control; and (e) shares purchased in the market for the express purpose of securing 
control, the remaining shares cannot command the previous prices. The Second Circuit 
Court in Rogers v. Helvering, 107 F.2d 394, 396 (2d Cir. 1939), has suggested that 


“". . even in wide markets where there are many buyers and sellers . . . their consensus 
of opinion is not necessarily a proper measure of value, if by that be meant a truly in- 
formed judgment. .. .” But see Gordon, supra note 14, at 36. 


23 However, the courts are reluctant to disregard actual recorded sales prices. Ham- 
burg, Tax Valuation of Real Estate, Stock and Goodwill in ProceepINGs or NEw York 
University StxtH ANNUAL INSTITUTE ON FEDERAL TAXATION 145 (1948) ; Gordon, supra 
note 14, at 59. “. . . sales are usually the most reliable evidence, and in any case, they 
should weigh heavily.” Rogers v. Helvering, supra note 22; Caroline McCulloch Spencer, 
5 T.C. 904 (1945). 

24 GRAHAM AND Dopp, op. cit. supra note 18, at 406-407; 1 Dewinc, THe FINANCIAL 
Poricy OF CorPoRATION 287 ff. (5th ed. 1953) ; 1 Bonsricut, op. cit. supra note 18, at 250. 
The value of the shares may be based on previous years’ earnings if it does not appear 
that there will be a change in earnings in the future. Robertson y. Routzahn, supra note 
13; Comm’r v. Johnson, 51 F.2d 1075 (6th Cir. 1931) ; Blackard v. Jones, 62 F.Supp. 234 
(W.D. Okla. 1944) ; Wishon v. Anglim, 42 F.Supp. 359 (N.D. Cal. 1941) ; Rheinstrom v. 
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This method of valuation may be expressed by the following formula: V = 
E x M. V represents the value of the shares being sought; E is for the antici- 
pated future earning power of the shares; and M is the multiplier at which the 
earnings are to be valued. 

Formula X submitted hereinafter is based on the same approach to valua- 
tion as the formula presented above but represents, in addition, a classification 
of the factors to be taken into consideration and a clarification of the relation- 
ships between such factors in a determination of the “fair market value” of 
closely-held shares. 

All the elements which are persuasive of fair market value may be divided 
into the following four categories: (a) those factors which aid in the deter- 
mination of the future earning power of the shares, such as the average level 
of earnings over a representative past period of time and the trend, if any, 
exhibited by the earnings record—the future outlook for the company, the in- 
dustry, and economy ; (b) a circumstance, such as the stability exhibited by the 
past earnings record indicating the reliability with which the future earnings 
may be estimated (the greater the degree of confidence which may be placed in 
any given future estimate of earnings, the higher the multiple at which those 
earnings should be valued),”° which assists the appraiser in establishing a 
reasonable multiplier which he deems appropriately reflects the investment 
value of the shares, that is, a reasonable, though more or less subjective, multi- 
plier which the appraiser feels is appropriate in the light of the facts in the 
case; (c) those items, such as restrictive agreements, majority-minority block, 
and lack of ready marketability, which do not affect the investment value of 
the shares but whose absence or presence would tend to make the shares a more 
or less desirable holding ; and (d) the price-earnings ratios at which the shares 
of reasonably comparable companies are selling. 

It is necessary that the factors under (c) and (d) be taken into considera- 
tion in order to give effect to the word “market” in the phrase “fair market 
value.” In relation to (b), it is necessary for the appraiser to establish a multi- 
plier which reflects his reasonable estimate of the value of the shares in order 
to give effect to the word “fair” in said phrase. This is a necessary ingredient 


Willicutts, 26 F.Supp. 306 (D. Minn. 1938). The earnings approach to valuation may be 
inadequate where (a) liquidation of the company is contemplated; (b) earnings do not 
provide a reliable criterion of value because the affairs of the corporation are in such a 
state as to result in little confidence in the reliability of the earned figures, or when the 
corporation has been organized for some purpose other than the maximization of profits; 
(c) the owner is the primary earning-power element; and possibly (d) where the fair 
market value of the shares of a family or personal holding company is at issue. Rev. Rul. 
54-77, 1954-1 Cum. Butt. 187. Powell, supra note 20, at 174; Cruikshank v. Comm’r, 9 
T.C. 162 (1947). But see Goss v. Fitzpatrick, 97 F.Supp. 765 (D.Conn. 1951). 

25 It is submitted that a favorable or unfavorable earnings trend should be taken into 
account directly in the estimate of future earnings and not by making a slight adjustment 
in the multiplier. The multiplier should reflect the appraiser’s estimate of the degree of 
risk inherent in the shares and not in part a “conservative” estimate of future earning 
power. But see GRAHAM AND Dopp, op. cit. supra note 18, at 422 ff. 
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of every valuation, for the reasons that there may not be available the quoted 
market prices of shares of comparable companies or for the shares of the com- 
pany in question, and/or though such quotations are available, they may not 
represent a reasonably fair price for the shares, due to some extraordinary or 
unusual circumstances. In other words, to accept without question for valua- 
tion purposes either the price-earnings ratios of the shares of comparable com- 
panies or the established but scattered recorded market prices of the shares, the 
fair market value of which is at issue, cannot lead to a fair and reasonable valu- 
ation except by coincidence. Thus, formula X : 


Fair Vs=MsxEs ) Plus The factors 
Market = or attaching to the 
Value Vce=McxEc } Minus shares themselves. 


The first part of formula X (Vs = Msx Es) refers to the investment or 
fair value of the shares being appraised. It is the same formula which a security 
analyst or an investor might employ in an analysis of quoted shares for invest- 
ment purposes. Vs represents the intrinsic value of the shares; Ms is for the 
multiplier which the security analyst or investor deems appropriate in the 
light of his evaluation of the degree of risk involved in the shares; and Es is 
the prospective future earning power of the shares which may reasonably be 
anticipated. 

The second part of the formula (Vc = McxEc) refers to the quoted 
market prices of the shares of reasonably comparable companies. Vc represents 
the market prices of the shares of the comparable companies, Ec is for the earn- 
ings which are being evaluated by the market ; and Mc is the multiple at which 
those earnings are being valued, as reflected by the prevailing market prices for 
the shares. . 

The plus or minus elements which may justify either a premium or a dis- 
count refer to those factors previously mentioned, such as the presence of 
restrictive agreements, majority-minority block, etc., which would tend to make 
the shares being appraised either more or less desirable holdings, independent 
of their earning power potential and the risk represented by the shares. 


CoNCLUSION 

In the determination of “fair market value” all relevant factors must be con- 
sidered and each be duly recognized. However, it would be impractical to assign 
to each of the relevant items a specific weight, with the intention of summating 
the weights in order to arrive at the fair market value of the shares. It is a com- 
posite of all the relevant elements present in the case which are determinative 
of value and these must be considered together in any finding of “fair market 
value.” The Board of Tax Appeals in James Couzens,** stated the point suc- 
cinctly when it said : 27 


26 11 B.T.A. 1040 (1928). 

27 Jd at 1162. Clark, J.,: “... finding market value is, after all, something for judgment, 
experience, and reason on the part of the trier (of fact), and does not lend itself to dis- 
section and separate evaluation.” Colonial Fabrics, Inc. v. Comm’r, 202 F.2d 105, 107 (2d 
Cir. 1953). 
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In the foregoing findings we have set forth all the significant facts which in 
our opinion can be fairly ascertained from the evidence. The evidence has all 
been considered and weighed. Obviously it is impractical to assign to any fact 
a precise weight or to define its relative emphasis or importance. The most that 
can be done is to indicate generally the extent of our consideration in arriving 
at a conclusion. 


Though all relevant factors must be considered in any determination of fair 
market value, it is apparent that some elements of value are of dominant impor- 
tance and others are of substantially less significance. Unfortunately, what may 
prove to be a dominant circumstance in one case may be irrelevant in another. 
The dominant items of value which are persuasive of fair market value vary 
from case to case. In In re Nathan’s Estate the Court, in commenting on this 
point, stated: *8 

. . . Cases can be found in which primary or exclusive emphasis has been 


properly placed upon one or the other of almost every factor which the regula- 
tions state are to be considered in the determination of fair market value. 


From these comments it may be seen that any predetermined system of 
weights or measures of the factors of value would be difficult to defend. In any 
event, such a formula would be limited as to the period of time during which it 
would be valid and also as to the types of valuation problems it would solve. 
Even assuming that such a formula were advanced merely as a guide in the 
determination of fair market value and not set forth as a medium by which the 
final result may be found, these limitations would still exist.29 The changing 
conditions which affect security values would impose a time limitation, and the 
limitation as to the type of valuation problem which could be solved would be 
set by the nature of the formula itself. 

These limitations, it is submitted, do not encumber the valuation formula 
presented here ; it was designed to apply for an unlimited period of time and to 
practically all valuation problems. There may be exceptions, however. For ex- 
ample, the formula would not be applicable in a case where liquidation value 
is the only valid measure of the “fair market value” of the shares. They arise 
infrequently, however, and do not pose a major valuation problem. 

The broad scope of formula X, nevertheless, is not bought without a price. 
The absence of any specific values or weights attached to the factors of the 
formula makes it rather vague and general in nature. However, it would appear 


28 166 F.2d 422, 425 (9th Cir. 1948). 

29 Johnson, Shapiro and O’Meara, Valuation of Closely-Held Stock for Federal Tax 
Purposes: Approach to an Objective Method, 100 U. Pa. L. Rev. 166, 170-71 (1951), 
recognize the necessity of making annual studies of the relationships of market prices of 
the shares listed on the principal exchanges to earnings, dividends, and book value if a 
statistical formula is to be used as a guide in the determination of the fair market value 
of closely-held shares. For other statistical approaches to the determination of value, see 
Oxenfeldt, Valuation of Closely Held Securities, 9 ANALYstTS J. 33 (1953) ; Meader, Price 
Estimating Formulas for Non-Dividend and Dividend Paying Stocks, 49 ANNaAuIstT 269 
(1937) ; Meader, A Formula for Determining Basic Values Underlying Common Stock 
Prices, 46 ANNALIST 749 (1935) ; King, Analyzing the Relationship Between Stock Prices, 
Earnings, and Dividends, 26 J.Am. SratisticAt Ass’n 136 (1931). 
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that equitable considerations and the shifting currents of value determination 
require that flexibility be maintained in the valuation process.*® The suggested 
valuation formula is in harmony with, and attempts to preserve, this require- 
ment by giving clarity to the confusing “all relevant factors” phrase. 

ApoLtpH E. GRUNEWALD * 


30 But see Rice, The Valuation of Closely Held Stocks: A Lottery in Federal Taxation, 


98 U. Pa. L. Rev. 367, 383-384 (1950). 
* Assistant Professor of Finance, Michigan State University. 
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